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PREFACE 

The  first  volume  of  the  ^lodem  Business  Text 
deals  with  the  individual  in  liis  relation  to  business. 
"Economics  of  Business"  is  concerned  with  business 
in  its  relation  to  the  individual.  As  here  understood, 
business  comprehends  all  systematic  effort  which  men 
make  to  acquire  the  means  of  sustaining  hfe  and 
enjoying  it.  In  the  modern  world  this  involves  a 
compHcated  system  of  voluntary  and  involuntary^  co- 
operation. The  underlying  rules  of  these  relation- 
ships make  up  economics.  In  one  sense  they  are  the 
rules  of  the  business  game.  Success  in  individual 
enterprises  arises  from  skilled  adjustment  of  the  con- 
duct of  the  enterprise  to  these  general  conditions  of 
business  activity'.  Those  who  are  not  informed  as  to 
general  principles  of  value,  price,  rent,  interest, 
wages,  profits  and  all  the  other  specific  things  that 
the  economist  considers,  play  the  business  game 
blindly. 

Business  arises  from  the  fact  that  men  have  vary- 
ing needs,  varj'ing  gifts  and  varying  possessions. 
The  adjustment  of  their  needs  to  conditions  revolves 
in  large  part  about  their  views  of  the  value  of  dif- 
ferent goods.  Hence  value  is  the  central  point  in 
any  discussion  of  the  world  of  business,  and  this  is 
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appropriately  the  central  theme  of  the  first  part  of 
the  volume  prepared  by  Dean  Johnson.  In  his 
chapters  he  shows  the  intimate  relations  of  value  to 
the  problems  of  the  producer,  the  consumer  and  the 
trader — and  all  of  us  appear  in  one,  if  not  more,  of 
these  capacities — and  seeks  to  brush  away  the  cob- 
webs which  have  been  spun  about  these  fundamental 
conditions. 

What  the  world  produces  reaches  its  destination 
thru  the  processes  of  exchange  and  in  the  second  part 
of  the  book  Dr.  McVey  takes  up  the  parts  which 
money  and  credit  play  in  bringing  about  the  desired 
results.  As  already  noted,  the  world's  product  is  the 
result  of  the  cooperation  of  several  different  factors. 
How  the  product  is  actually  distributed  to  them  in 
the  form  of  wages,  rent,  interest  and  profits  forms 
the  concluding  part  of  his  discussion. 

As  a  whole  the  Text  aims  to  present  a  simple, 
readable  analysis  of  the  world  of  business — the  neces- 
sary foundation  for  the  more  detailed  consideration 
of  business  principles  and  processes  to  which  the  re- 
mainder of  the  Modern  Business  Text  is  devoted. 

Roland  P.  Falkner. 
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ECONOMICS   OF   BUSINESS 

PART  I,  PRODUCTION,  CON- 
SUMPTION  AND  VALUE 

CHAPTER  I 

PURPOSE  AND  SCOPE  OF  ECONOMICS 

1.  Economics  defined. — Like  any  science  econom- 
ics, or  political  economy  as  it  is  often  called,  may  be 
defined  in  different  ways.  For  the  practical  man  the 
simplest  definition  is  this:  Economics  is  the  science 
which  seeks  to  explain  all  business  phenomena. 
Briefly,  it  is  the  science  of  business. 

That  definition,  however,  takes  it  for  granted  that 
the  reader  knows  exactly  what  is  meant  by  business. 
When  we  analyze  the  term  we  find  that  in  its  broadest 
sense  business  embraces  all  forms  of  human  activity 
which  have  for  their  purpose  the  increase  of  wealth, 
that  is  to  say,  of  ail  the  things  which  men  desire  to 
possess.  Viewing  economics  from  this  angle  we  may 
define  it  as  the  science  which  seeks  to  explain  the 
phenomena  incident  to  the  production,  consumption, 
exchange  and  distribution  of  wealth.  A  definition 
something  like  that  will  be  found  in  the  "Principles 
of  Political  Economy"  of  John  Stuart  Mill,  Eng- 
land's greatest  economist.  This  definition  is  some- 
times condensed  as  follows :     Economics  is  the  science 

11-2  1        ^ 
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of  wealth.  Modern  economists  seldom  use  this  defi- 
nition for  the  reason  that  the  word  "wealth,"  as  we 
shall  see  later,  is  a  popular  term  which  cannot  be  de- 
fined in  a  clear-cut  and  scientific  fashion. 

When  we  consider  that  all  forms  of  human  activity 
have  for  their  purpose  the  gratification  of  our  wants 
we  can  quite  properly  define  economics  as  the  science 
which  is  concerned  with  all  phenomena  incident  to 
man's  efforts  to  get  what  he  wants,  especially  in  so 
far  as  those  efforts  lead  him  to  hire  the  services  of 
others  or  to  buy  and  sell  goods. 

Whatever  formal  definition  we  accept  it  is  suffi- 
cient at  the  outset  for  the  reader  to  know  that  econom- 
ics is  concerned  with  the  problems  of  values,  prices, 
wages,  interest,  rent  and  profits,  and  with  the  human 
and  physical  factors  upon  which  these  things  de- 
pend. These  are  terms  concerning  which  every  busi- 
ness man  has  some  knowledge.  It  is  the  purpose  of 
economics  to  make  that  knowledge  more  definite, 
scientific  and  satisfactory. 

2.  Why  economics  is  a  science. — Science  seeks  to 
understand  phenomena;  it  addresses  itself  solely  to 
the  intellect.  It  gives  pleasure  and  satisfaction  only 
to  those  who  love  the  truth  and  enjoy  intellectual 
achievement. 

Art  aims  to  utilize  the  qualities  of  material  objects 
or  the  faculties  of  human  beings  in  such  fashion  as  to 
give  men  pleasure  or  satisfaction.  Its  appeal  is  not 
to  the  intellect  but  to  the  emotions,  or  the  senses,  or 
the  aesthetic  side  of  human  nature.     The  scientist 
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seeks  to  know,  to  understand,  to  explain;  the  artist 
seeks  to  please,  and  in  his  efforts  is  often  assisted  by 
the  discoveries  of  the  scientist. 

Economics  deserves  to  be  called  a  science  because 
it  aims  at  an  understanding  of  business  phenomena. 
Just  as  does  the  physicist  or  chemist,  the  economist 
first  classifies  the  phenomena  which  he  wishes  to  study 
and  then  proceeds  to  inquire  into  the  causal  relations 
existing  'between  them.  With  him,  as  with  every 
scientist,  the  eternal  question  is  "why."  In  the  com- 
plex field  of  business  he  sees  changes  constantly  tak- 
ing place,  prices  and  wages  rising,  interest  rates  de- 
clining, wage  earners  striking,  and  he  wants  to  know 
what  causes  these  things. 

His  science  cannot  be  an  exact  one  like  physics  or 
mathematics  for  the  simple  reason  that  many  of  the 
causes  of  business  phenomena  are  rooted  in  the  vari- 
able and  conflicting  desires  of  men,  and  these  desires 
he  cannot  accurately  estimate,  nor  can  he  foresee 
changes  in  them. 

Why  are  building  rents  higher  on  Broadway  than 
in  Jersey  City? 

Is  the  high  rent  of  farm  lands  the  cause  of  high 
prices  for  foodstuffs? 

What  effect  will  an  increase  in  the  country's  money 
supply  have  upon  prices  and  the  rate  of  interest? 

Why  does  a  movie  actor  conmiand  the  salary  of 
several  thousand  dollars  a  day  while  a  hired  man  on  a 
farm  can  get  only  $30  a  month  and  "keep"? 

Why  is  the  value  of  a  country's  exports  sometimes 
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for  many  successive  years  in  excess  of  the  value  of  its 
imports  of  merchandise? 

Problems  of  this  sort — and  there  are  hundreds  of 
them — are  the  kind  over  which  the  economist  puzzles. 

3.  Why  often  called  political  economy. — ^While 
the  economist  as  a  scientist  is  concerned  altogether 
with  the  Understanding  of  phenomena,  nevertheless 
it  has  often  happened  that  his  conclusions  have  been 
helpful  to  statesmen  in  shaping  the  trade  and  indus- 
trial policies  of  a  nation.  Indeed,  the  so-called  father 
of  political  economy,  Adam  Smith,  made  his  famous 
study  of  the  subject  for  the  purpose  of  discovering 
those  policies  of  trade  and  production  which  were  best 
adapted  to  enrich  a  nation.  That  is  why  he  called 
his  book,  pubhshed  in  1776,  "The  Wealth  of  Na- 
tions," a  book  which  so  greatly  emphasized  the  ad- 
vantages of  free  trade  that  England  in  1846  aban- 
doned its  historic  policy  of  protection. 

Because  of  this  intimate  relation  between  the  con- 
clusions of  the  economist  and  the  welfare  of  a  nation 
the  science  was  commonly  known  as  political  economy 
for  a  hundred  years  after  Adam  Smith.  That  name, 
however,  has  been  less  used  in  recent  years  for  the 
reason  that  modern  economists  are  not,  as  a  rule, 
politicians  or  statesmen  and  probably  do  not  wish  to 
have  their  efforts  even  seem  to  be  colored  by  partisan- 
ship. The  economist,  like  the  chemist  or  any  other 
scientist,  tries  to  find  the  truth  and  not  to  defend 
this  or  that  policy.  Just  as  the  physical  sciences  have 
shown  the  way  to  more  productive  farming,  more 
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hygienic  cooking,  and  more  sanitary  ventilation,  so 
the  discoveries  and  demonstrations  of  the  economist 
are  pointing  the  way  to  a  wiser  distribution  of  wealth, 
to  better  banking  systems,  and  perhaps  even  to  the 
abolition  of  poverty.  When  his  work  is  considered 
in  this  aspect  it  is  quite  natural  to  call  his  science 
political  economy,  just  as  the  Germans  call  it  na- 
tional economy. 

4.  English  classical  school. — Political  economy  is 
essentially  a  modern  science.  Prior  to  Adam  Smith's 
time  there  had  been  much  vague  and  rather  unscien- 
tific discussion  and  writing  about  the  problems  which 
we  now  call  "economic,"  but  the  ideas  and  conclusions 
of  the  authors  of  the  earlier  centuries  would  be  deemed 
almost  valueless  at  the  present  time.  One  group  of 
writers  known  as  the  "mercantilists'^  exaggerated  the 
importance  of  gold  and  silver,  and  held  that  a  na- 
tion's wealth  was  best  measured  by  the  amount  of 
precious  metals  in  its  possession.  It  was  their  view 
that  a  country  should  seek  by  every  possible  device  to 
enlarge  its  exports  and  reduce  its  imports  to  the  mini- 
mum in  order  that  foreign  nations  should  be  com- 
pelled to  send  it  gold  and  silver. 

A  later  group  of  ^vriters  called  the  "physiocrats," 
most  of  whom  lived  in  France,  attacked  the  reason- 
ing  of  the  "mercantihsts"  and  emphasized  the  im- 
portance of  agriculture.  The  sources  of  a  nation's 
wealth,  they  held,  lay  in  Mother  Earth  and  not  in 
trade. 

Adam  Smith  discussed  the  subject  of  wealth  pro- 


6  ECONOMICS  OF  BUSINESS 

duction  and  distribution  more  clearly,  comprehen- 
sively and  logically  than  any  preceding  writer.  His 
successors  in  England  during  the  next  hundred  years 
created  a  rich  literature  in  economics,  elaborating 
and  amending  his  views.  These  writers  are  com- 
monly referred  to  as  the  English  Classical  School  of 
Political  Economy.  The  most  important  of  them 
were  Thomas  jNIalthus,  famous  for  his  "Theory  of 
Population,"  published  in  1798;  David  Ricardo 
(1772-1823),  author  of  "Principles  of  Political 
Economy,"  published  in  1817,  a  successful  business 
man  who  retired  in  middle  life  and  devoted  himself 
to  economic  studies,  achieving  distinction  because  of 
the  remarkable  clearness  and  vigor  of  his  thought, 
especially  when  treating  the  subjects  of  rent  and 
money;  and  John  Stuart  Mill,  a  distinguished  Eng- 
lish philosopher,  whose  "Principles  of  Political  Econ- 
omy," published  in  1847,  is  the  crowning  work  of  the 
English  school  and  is  probably  the  greatest  treatise 
on  economics  that  has  ever  been  written  despite  the 
fact  that  many  of  its  conclusions  are  rejected  by 
many  modern  writers. 

Mill  and  his  colleagues  of  the  English  school 
treated  economics  as  a  science  of  wealth.  They 
thought  of  wealth  as  consisting  of  all  desirable  com- 
modities the  supply  of  which  was  less  than  the  de- 
mand. Since  their  discussions  were  especially  con- 
cerned with  the  production  and  consumption  of  ma- 
terial commodities,  the  science  of  economics  fell  into 
disrepute  in  many  quarters  as  being  materialistic. 
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5.  Austrian  and  historical  schools. — About  1880 
certain  writers  in  Austria  began  to  develop  the  science 
from  the  human  side,  starting  with  a  study  of  the 
nature  of  human  wants.  They  placed  greatest  em- 
phasis, not  upon  material  wealth,  but  upon  psycho- 
logical income.  The  gratification  of  human  wants, 
they  proclaimed,  is  the  real  aim  of  labor  and  enter- 
prise, and  this  is  attained  as  well  thru  labor  or  serv- 
ices which  give  men  satisfaction  but  create  no  tangi- 
ble, material  products  as  thru  labor  which  does  create 
such  products.  The  views  of  the  so-called  Austrian 
school  have  greatly  influenced  the  thinking  of  all 
modern  economists,  and  have  served  to  throw  light 
into  many  dark  places.  For  example,  the  English 
classical  economists  taught  that  labor  which  produced 
no  tangible  commodity  was  unproductive.  In  their 
opinion,  the  farmer  and  the  manufacturer  were  pro- 
ductive laborers,  but  lam^ers,  bankers,  merchants, 
preachers,  teachers,  artists  and  musicians  were  unpro- 
ductive. It  is  now  plainly  seen  that  such  a  division 
of  the  different  classes  of  workers  cannot  be  made. 
All  are  equally  productive  if  they  succeed  in  render- 
ing a  desired  service. 

The  so-called  historical  school  of  economists  de- 
sen^es  a  word.  It  has  flourished  principally  in  Ger- 
many and  was  the  outgrowth  of  a  revolt  against  the 
ultra  deductive  method  of  the  English  classical  school, 
its  supporters  holding  that  induction  was  the  proper 
logical  method.  Only  by  a  thoro  study  of  the  facts 
and  statistics  of  the  past,  they  claim,  can  we  arrive 
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at  a  scientific  understanding  of  the  laws  governing 
the  production  and  distribution  of  wealth. 

Economists  today  are  endeavoring  to  utilize  as  far 
as  possible  the  advantages  of  the  methods  employed 
by  the  different  schools. 

6.  Relation  of  economics  to  ethics. — Economics  is 
chiefly  concerned  with  the  phenomena  of  the  business 
world,  with  facts  as  they  are,  with  what  is,  rather  than 
with  what  ought  to  be.  It  is  not  the  economist's 
primary  purpose  to  defend  or  justify  any  existing 
industrial  methods  or  policies. 

Yet  many  ethical  questions  arise  which  he  of  all 
men  is  best  fitted  to  answer.  For  example,  he  is  able 
to  show  most  clearly  that  employers  who  are  indif- 
ferent about  the  health  and  welfare  of  their  employes 
are  at  fault  economically  as  well  as  ethically,  that  in 
the  long  run  a  country  cannot  greatly  prosper  if  pub- 
lic sentiment  tolerates  injustice  to  the  working  classes, 
or  if  the  rich  are  unwilling  to  make  sacrifices  in  order 
that  the  condition  of  the  poor  and  ignorant  may  be 
bettered. 

In  economics  the  word  "ought"  always  connotes 
an  increase  in  the  productive  power  and  welfare  of 
the  people.  Should  there  be  a  minimum  wage  law? 
No  economist  will  answer  that  question  until  he  has 
carefully  considered  the  probable  effects  of  such  a 
law,  not  merely  upon  the  condition  of  the  compara- 
tively few  laborers  for  whose  special  benefit  it  is  to 
be  enacted,  but  also  upon  the  productive  power  of  all 
the  people,  now  and  hereafter. 
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Hence  it  is  wrong  to  say  that  economics  is  as  in- 
dependent of  ethics  as  is  a  physical  science.  It  deals 
with  most  important  hmnan  activities.  If  it  finds 
that  some  of  these  activities  are  illegal,  or  are  in  viola- 
tion of  the  moral  law,  or  that  they  involve  manifest 
injustice  to  certain  classes  of  society,  it  cannot  and 
does  not  hesitate  to  say  so. 

7.  Income. — It  is  well  for  the  reader  at  the  outset 
to  get  a  clear  idea  of  the  full  meaning  of  the  word 
income,  for  it  embodies  the  entire  subject  matter  of 
economics.  The  purpose  of  all  human  labor  is  in- 
come. 

In  the  last  analysis  all  income  is  psychical  or  men- 
tal. It  is  the  pleasm-e  or  satisfaction  we  get  out  of 
the  consumption  of  material  goods,  out  of  our  food 
and  clothing,  out  of  the  comfort  of  our  homes,  out  of 
our  enjojTTient  of  music,  out  of  the  wondrous  beauties 
of  nature,  out  of  the  charm  of  an  oil  painting,  or  even 
out  of  the  very  joy  of  living  if  we  are  in  good  health 
and  have  friends. 

Much  of  this  psvchicalincQme  or  satisfaction  we  get 
without  labor  thru  the  abundant  generosity  of  nature, 
but  with  income  of  this  sort  the  economist  is  not  con- 
cerned except  in  so  far  as  men  labor  and  save  that 
they  may  be  in  a  position  to  enjoy  it  later  in  life 
undistracted  by  business  cares.  For  example,  a  man 
and  his  wife  may  work  dihgently  and  live  most  eco- 
nomical! v  until  thev  are  fiftv  years  old,  savinf?  everv 
possible  dollar  in  order  that  they  may  spend  their 
remaining  years  in  a  beautiful  country  home  where 
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their  most  prized  income  will  not  be  in  the  form  of 
money  or  material  wealth,  but  in  books,  music,  health- 
ful exercise  and  the  society  of  their  children  and 
grandchildren.  All  thoughtful  men  realize  that 
things  of  this  sort  are  generally  worth  working  for 
far  more  than  the  ownership  of  any  amount  of  mater- 
ial wealth  which  can  be  measured  in  terms  of  money. 

8.  Money  income. — Nevertheless  in  business,  the 
word  income  is  always  thought  of  in  connection  with 
money.  If  you  ask  what  a  man's  income  is  you  will 
be  told  it  is  so  many  thousand  dollars  a  year.  Nobody 
will  undertake  to  describe  his  psychic  income.  That 
is  the  ultimate  thing  for  which  he  works,  yet  it  is  im- 
ponderable and  not  even  he  himself  can  give  you  much 
idea  of  its  extent  or  amount.  The  economist  merely 
knows  that  a  dollar  means  much  more  to  one  man  than 
it  does  to  another.  He  knows  that  some  men  waste 
money,  that  they  do  not  get  out  of  it  the  satisfaction 
or  psychical  income  which  they  might  obtain.  He 
knows  also  that  the  man  with  the  large  money 
income  is  liable  to  squeeze  less  satisfaction  out  of  a 
dollar  than  the  man  with  a  small  one.  It  is  sufficient 
for  us  now  to  know  that  in  business  the  word  income 
ordinarily  implies  the  idea  of  money. 

9.  Real  income. — Economists  sometimes  speak  of  a 
man's  real  income  and  it  is  not  difficult  to  explain 
what  they  mean.  By  real  income  is  meant  the  things 
which  a  man  buys  with  his  money  income.  Suppose, 
for  example,  that  a  skilled  artisan  in  a  small  city  is 
earning  $1,200  a  year  and  that  he  must  spend  all  of 
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his  money  income  in  the  support  of  himself  and  fam- 
ily. If  he  moves  to  a  large  city  where  the  prices  of 
the  necessaries  of  life  are  much  higher  than  in  his 
former  home  and  his  money  income  remains  the  same, 
his  real  income  will  decline,  for  he  will  be  able  to  buy 
less.  Yet  we  should  note  that  possibly  his  psychical 
income  will  be  greater,  perhaps  because  his  children 
have  better  opportunities  for  education,  or  perhaps 
because  one  of  his  daughters  has  a  fine  voice  and  can 
have  it  more  properly  trained  and  developed  in  the 
city  than  in  the  country.  But  the  economist  cannot 
make  these  fine  distinctions.  He  is  obliged  to  assume 
that,  as  a  rule,  working  men  tliink  first  and  last  of 
their  money  incomes  and  that  they  will  not  voluntarily 
and  knowingly  submit  to  a  reduction  of  their  real 
incomes. 

In  ordinar}'-  times  men  give  no  thought  whatever  to 
real  income.  The  phrase  would  puzzle  them.  All 
they  think  of  is  money  income,  and  if  salaries  or  wages 
are  raised  they  are  pleased ;  but  in  extraordinary  times 
circumstances  may  force  the  distinction  upon  them. 
When  in  1914  the  war  between  the  Central  Powers 
and  the  Allies  caused  a  rapid  and  spectacular  rise  in 
the  prices  of  foodstuffs  and  of  many  of  the  neces- 
saries of  life,  no  man  had  to  be  an  economist  in  order 
to  see  clearly  that  real  incomes  were  declining.  To 
meet  this  situation  the  money  wages  of  most  of  the 
laboring  classes  were  greatly  increased. 

10.  Private  property. — Two  most  important  insti- 
tutions of  human  societ}^  are  the  family  and  properly. 
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The  test  of  private  property  is  ( 1 )  the  exclusive  right 
of  use  and  control,  ( 2 )  the  recognition  of  this  right  by 
others  and  (3)  the  willingness  and  power  of  some 
constituted  authority  to  maintain  this  right  against  all 
comers. 

The  pursuit  of  agriculture  introduced  the  idea  of 
permanent  property  in  the  soil.  It  became  necessary 
to  protect  the  tiller  in  his  property  rights  in  order  to 
secure  a  continuance  of  tillage.  The  incentive  to 
save,  as  well  as  the  encouragement  to  produce,  led  in 
time  to  the  creation  of  the  capitalist  system,  under 
which,  in  most  productive  processes,  the  tools  are 
owned  by  others  than  those  who  use  them. 

Private  property  has  been  established  as  an  institu- 
tion because  it  is  potent  to  increase  the  power  of 
society  over  the  external  conditions  of  existence. 
Nevertheless  society  has  seen  fit  to  modify  the  right 
of  private  property  in  many  instances.  An  owner 
may  not  withhold  his  property  from  public  use  when 
it  is  needed  for  the  public  good ;  nor  may  he  use  it  in 
ways  opposed  to  the  public  good. 

The  view  that  the  right  to  private  property  is  in- 
herent and  inalienable  has  been  superseded  by  another, 
that  this  right  is  a  matter  of  social  expediency  based 
on  the  needs  of  society.  Consequently,  the  right  may 
be  restricted  or  abolished  when  in  the  judgment  of 
society  its  disadvantages  outweigh  the  advantages. 

11.  Social  unrest. — Much  discontent  is  manifested 
today,  especially  in  newspapers  and  periodicals  in- 
tended to  circulate  among  the  poor,  with  regard  to 
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the  great  fortunes  which  a  large  number  of  men  have 
accumulated  during  the  last  generation.  It  is  claimed 
that  the  disparity  between  the  condition  of  the  rich 
and  the  poor  is  evidence  of  social  injustice  which  de- 
mands instant  remedy.  During  the  last  twenty  years 
legislative  bodies  in  most  civilized  countries  have  as  a 
result  given  much  of  their  time  to  the  enactment  of 
laws  intended  to  benefit  the  so-called  working  classes. 
Most  economists  are  in  sympathy  with  the  purpose 
of  all  this  legislation,  such  as  the  minimum  wage  law, 
child  labor  laws  and  the  eight-hour  day  law,  but  they 
know  very  well  that  no  permanent  improvement  in  the 
condition  of  the  so-called  masses  can  be  made  until 
there  is  a  clear  understanding  of  the  reasons  why  the 
incomes  of  certain  classes  are  inadequate. 

To  people  who  are  ill-fed  and  badly  housed,  whose 
wages  are  pitifully  low,  the  attitude  of  economists 
toward  them  may  seem  one  of  callous  indifference,  but 
it  is  not.  The  economist  forever  dreams  of  an  eco- 
nomic millennium  in  which  every  man  shall  do  the 
work  he  loves  best,  be  happy  in  doing  it,  and  receive 
compensation  that  will  enable  him  to  support  himself 
and  family  in  comfort  and  secure  for  his  children  the 
training  and  education  that  will  fit  them  for  well-paid 
services.  But  the  economist  knows  that  dreaming, 
hoping  and  sjTnpathizing  will  accomplish  nothing. 
He  must  make  clear  what  are  the  causes  of  the  in- 
equality of  incomes.  Only  when  he  does  this  can 
laws  be  enacted  which  will  be  more  palliative. 

For  several  thousand  years  the  human  race  guessed 
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at  remedies  for  malaria.  Scientific  investigation  dis- 
covered the  cause  in  the  mosquito,  and  there  is  reason 
to  hope  that  the  disease  will  finally  disappear.  Un- 
fortunately it  is  not  likely  that  any  such  simple  cause 
of  economic  evils  will  ever  be  discovered.  The  causes 
are  complex.  For  that  reason  in  this  field  of  the  dis- 
tribution of  income  the  economist  faces  many  difficult 
problems. 

12.  Origin  of  the  present  economic  order. — The 
present  system  of  production  is  sometimes  called  the 
competitive  system  because  of  the  part  which  com- 
petition plays,  and  sometimes  the  capitalistic  system 
because  of  the  great  importance  of  capital  as  a  factor 
of  production. 

Two  thousand  years  ago  economic  goods  were  pro- 
duced in  the  main  by  slaves.  During  the  Middle  Ages 
slavery  in  Europe  gave  way  to  what  is  known  as  the 
feudal  system,  under  which  men  had  certain  property 
rights  but  little  choice  of  occupation.  In  towns  and 
cities  arose  the  guild  system,  in  which  men  employed  in 
a  particular  industry  were  organized  with  power  to 
prevent  outsiders  from  entering  the  industry  except 
by  permission  of  the  guild  or  organization.  With  the 
development  of  the  spirit  of  democracy,  especially 
after  the  French  Revolution,  the  economic  as  well  as 
the  political  rights  of  the  individual  gradually  received 
greater  recognition,  and  the  competitive  regime 
began. 

The  reader  should  note  that  all  these  changes  in  the 
industrial  structure  have  taken  place  as  the  result  of 
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forces  in  society  itself  and  that  they  were  not  planned 
in  advance  by  any  great  leader  or  by  any  group  of 
men.  Unthinking  men  sometimes  speak  of  the  exist- 
ing order  as  if  it  had  been  deliberately  created  by  the 
rich  and  strong  for  their  own  benefit  in  order  that  they 
might  take  advantage  of  the  weak  and  poor.  This  is 
an  entirely  baseless  assumption.  The  world's  rich 
and  great  men  are  no  more  responsible  for  the  exist- 
ence or  continuance  of  the  present  order  than  are  the 
poor  and  weak.  They  do  not  have  under  theu'  control 
the  forces  which  are,  so  to  speak,  the  seeds  or  germs  of 
the  future.  Xo  man  knows  today  how  men  will  make 
their  living  one  hundred  years  hence,  what  they  will 
produce  and  consume,  or  how  they  will  be  organized 
and  captained. 

All  social  institutions  are  the  products  of  an  evolu- 
tion, in  the  development  of  which  most  men  are  as 
unconscious  of  the  part  they  play  as  is  the  ant  in  the 
building  of  an  ant  hill  or  the  bee  in  the  construction  of 
a  honey  comb.  The  greatest  force  making  for  change 
or  progress  is  not  material  and  is  in  no  way  related 
to  wealth.  It  is  the  brain  of  the  thinker,  the  scientist, 
the  philosopher.  A  new  idea,  or  an  old  idea  given 
new  expression,  is  the  kind  of  force,  and  the  only  kind, 
that  causes  new  shape  and  form  to  be  given  to  human 
institutions. 

13.  Importance  of  economics  to  the  business  man. — 
Physics  is  a  science  concerned  with  the  laws  governing 
the  forces  of  nature.  Engineering  is  a  technical  art 
aiming  to  utilize  those  forces  to  the  advantage  of 
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man.  Men  built  bridges,  towers  and  roads  long 
before  they  had  mastered  the  science  of  physics. 
They  worked  by  what  is  known  as  the  rule  of  thumb, 
guessing  and  experimenting  until  they  arrived  at  a 
satisfactory  method,  but  they  never  could  have  con- 
structed the  marvelous  machines  and  towering  struc- 
tures of  today.  The  modern  engineer  must  know 
physics  as  well  as  mathematics. 

In  the  same  way,  the  science  of  economics  is  essen- 
tial to  the  training  of  any  man  who  wants  to  give  his 
business  talent  the  greatest  possible  opportunity  for 
'  achievement.  Business  is  the  art  whereby  man  pro- 
duces wealth  for  the  gratification  of  his  wants; 
economics  is  the  science  which  studies  the  laws  and 
conditions  under  which  wealth  is  and  must  be  pro- 
duced. A  man  unfamiliar  with  the  principles  of  this 
science,  unless  he  has  most  extraordinary  ability,  is 
at  a  disadvantage  in  modern  competition  and  will  have 
to  be  satisfied  with  small  business  affairs  and  small 
I  results. 

Economics  is  primarily  concerned  with  the  values 
of  things  and  services.  It  seeks  to  explain  the  causes 
of  existing  prices  of  goods  and  to  discover  the  forces 
or  conditions  which  indicate  or  precede  an  advance  or 

1^-  decline  of  prices.  In  the  same  way  it  studies  rent, 
the  price  paid  for  the  use  of  land  and  buildings; 
wages,  the  price  paid  for  human  services;  and  inter- 

3-^^  est,  the  price  paid  for  the  use  of  capital.  Is  it  not  evi- 
dent that  the  business  man  who  knows  something 
about  the  laws  that  determine  these  various  prices 
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occupies  a  position  of  advantage  over  the  ig- 
norant man  who  works,  as  it  were,  in  the  dark? 
The  one  is  hke  the  trained  chauffeur  who  knows  his 
engine  intimately,  detects  the  first  symptoms  of 
trouble,  and  makes  real  repairs  in  case  of  unavoidable 
accident ;  the  other  is  like  the  unskilled  driver  who  has 
learned  by  practice  merely  how  to  push  buttons,  press 
pedals  and  turn  a  wheel,  but  is  stumped  when  his 
engine  stalls. 

14.  Perils  of  business. — The  business  organism  is 
much  more  complicated  than  the  machinery  of  an 
automobile  and  is  exposed  to  an  almost  infinite  variety 
of  perils  and  accidents.  But  these  are  nearly  always 
preceded  by  symptoms  which  do  not  escape  the  eye 
and  ear  of  the  business  man  whose  judgment  has 
been  sharpened  by  science  as  well  as  by  experience. 

Business  is  subject  to  recurring  periods  of  activity 
and  depression,  of  expanding  and  contracting  credit, 
of  active  and  depressed  markets,  of  rising  and  falling 
prices.  How  important  it  is  that  the  business  man 
should  recognize  the  signs  that  forerun  a  change  from 
one  period  to  another,  for  not  otherwise  can  he  protect 
himself  against  unexpected  losses  or  prepare  himself 
in  time  to  take  advantage  of  better  conditions  and 
make  larger  profits!  There  are  quack  advisers  in 
business  as  there  are  quack  doctors  in  medicine,  and 
all  these  quacks  seek  the  business  man's  patronage  and 
money  thru  advertisements  and  circulars  in  which 
rhetoric  gives  to  pseudoscience  the  lustre  of  real  gold. 
No  quack  will  deceive  a  business  man  who  has  grasped 
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the  fundamentals  of  economics.  He  will  weigh  care- 
fully the  opinions  and  conclusions  of  others,  but  his 
final  judgment  will  be  his  own,  and  with  respect  to  his 
own  business  and  its  prospects  will  be  nearer  the  truth 
than  any  opinion  or  judgment  he  could  extract  from 
an  outsider. 

Finally  there  is  a  national  or  patriotic  reason  why 
the  business  men  of  a  country  should  understand  the 
principles  of  economics.  When  it  became  evident 
that  the  United  States  would  be  drawn  into  the 
European  war,  Mr.  Vanderlip,  President  of  the 
National  City  Bank  of  New  York,  while  discuss- 
ing his  country's  state  of  unpreparedness  called  it 
"a  nation  of  economic  illiterates."  ^  He  meant  that 
the  business  men  of  the  United  States  were,  as  a  rule, 
untrained  in  the  science  of  economics  and  were,  there- 
fore, carrying  on  their  affairs  in  haphazard  fashion, 
very  much  as  men  cultivated  the  soil  a  thousand  years 
ago.  No  nation  can  make  the  most  of  its  resources 
and  natural  advantages,  no  government  can  secure 
for  its  people  the  greatest  possible  welfare  and  hap- 
piness, unless  its  business  men  can  wisely  control,  di- 
rect and  stimulate  the  production  of  wealth. 

REVIEW 

How  would  you  define  economics?  Show  by  an  illustration 
why  economics  should  be  called  a  science. 

Describe  the  views  of  the  English  classical  school  of  economics. 
How  do  their  methods  and  conclusions  differ  from  those  of  the 
Austrian  and  historical  schools  } 

1  Remarks  at  Annual  Sales  Convention  of  the  Alexander  Hamilton 
Institute,  December,  1916. 
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What  is  to  be  understood  by  the  statement  that  in  the  last 
analysis  all  income  is  psychical? 

What  does  the  business  man  understand  by  income?  ^^^lat  is 
real  income? 

'What  advantages  have  followed  the  establishment  of  private 
property  and  what  limitations  have  been  placed  upon  it? 

How  does  knowledge  of  economic  principles  prove  useful  to  the 
business  man? 


V 


CHAPTER  II 

FUNDAMENTAL  CONCEPTS 

1.  Utility.— In  economics  the  words  utility  and 
value  are  given  an  exact  definite  meaning  which  must 
be  clearly  understood,  since  in  everyday  speech  they 
are  used  in  different  senses. 

Briefly,  utility  is  want-satisfying  power.  Any- 
thing which  men  want  is  said  to  possess  utility.  If 
only  one  man  desires  it,  then  it  possesses  utility  to 
him,  but  not  to  others.  If  a  thing  is  intensely  desired 
it  is  said  to  possess  great  utility;  the  less  intense  the 
desire,  the  less  the  utility.  Potatoes,  for  example,  are 
greatly  desired  for  food  and  thus  possess  great  utility. 
Diamonds  are  greatly  desired  because  of  their  beauty 
and  on  that  account  possess  utility. 

Utility  and  usefulness  are  not  synonyms.  Ameri- 
can Beauty  roses  can  scarcely  be  said  to  be  useful, 
yet  they  are  greatly  desired  and  therefore  possess 
great  utility.  No  one  doubts  that  the  potato  is  a 
useful  vegetable.  Yet  a  peck  of  comparatively  use- 
less diamonds  could  possess  greater  utility  than  sev- 
eral million  bushels  of  potatoes,  since  men  are  willing 
to  give  much  more  for  a  single  diamond  than  they  are 
for  many  bushels  of  potatoes.  The  word  usefulness 
implies  the  attainment  of  some  practical  and  desired 

20 
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end.  A  crutch  under  the  arm  of  a  lame  man  is  prop- 
erly called  useful;  to  him  also  it  possesses  utility. 
The  slender  canes  which  young  men  sometimes  cany 
nobody  would  call  useful,  yet  to  the  young  man  they 
may  possess  perhaps  as  much  utilitj^  as  the  crutch 
does  to  the  lame  man. 

Sometimes  economists  use  the  word  utility  in  a 
substantive  sense.  For  example,  if  a  thing  possesses 
utility  they  sometimes  speak  of  it  as  being  a  utility, 
by  wliich  they  merely  mean  that  it  is  something  desired 
by  man,  something  capable  of  gratifying  a  human 
want.  It  is  well  to  note  at  the  outset  that  the  econ- 
omist sometimes  thinks  of  commodities  as  being  a 
mass  of  utilities. 

2.  Ki?ids  of  utility. — For  convenience  economists 
classify  utilities  in  relation  to  time,  form  and  place. 
Ice,  for  example,  possesses  greater  value  in  summer 
than  in  winter.  Hence  we  may  say  that  an  ice  house 
senes  to  increase  the  time  utility  of  ice.  Cold  storage 
houses  preserve  utihties  from  decay,  besides  keeping 
them  until  they  possess  greater  time  utility.  ^lanu- 
facturers  in  general  increase  the  value  of  raw  mate- 
rials by  increasing  their  form  utility,  wood  being  more 
valuable  in  the  form  of  a  chair  than  in  the  form  of  a 
board.  ^lerchants  of  all  classes  increase  the  place 
utilities  of  the  goods  they  handle,  and  hence  are  the 
joint  producers  of  their  value  along  with  the  farmers 
and  manufacturers. 

3.  Value. — Some  objects  possessing  utihty  are  sup- 
phed  by  nature  so  generously  that  man  has  to  make  no 
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effort  ordinarily  to  get  all  he  wants.  Air  and  water, 
except  in  cities,  are  utilities  of  this  sort.  So  often  in 
many  country  districts  are  apples  and  berries.  Econ- 
omists are  not  concerned  about  things  of  this  kind. 
They  are  interested  only  in  those  articles  which  are 
not  freely  available  for  those  who  want  them  and  for 
the  production  of  which  a  certain  amount  of  labor  is 
necessary.  Articles  of  this  kind  are  said  to  possess 
value  or  exchange  power  because  they  combine  utility 
and  scarcity.  Of  course,  utility  is  the  first  pre- 
requisite of  value,  for  nobody  will  give  anything  in 
exchange  for  what  nobody  wants.  An  article  can 
possess  value  only  on  condition  that  it  possesses  utility 
and  exists  in  a  quantity  insufficient  to  satisfy  the  de- 
sires of  those  who  want  it. 

Value  and  income  are  probably  the  two  most  im- 
portant words  in  political  economy.  Men  toil  in 
order  that  they  may  get  things  possessing  value,  for 
from  the  possession  of  such  things  they  derive  the 
psychic  income  or  mental  satisfaction  which  each  re- 
gards as  most  desirable. 

Popularly  the  word  value  is  used  in  many  different 
senses.  Men  speak  of  the  value  of  a  good  name,  for 
example.  A  business  concern  values  its  reputation 
and  good  will.  A  fine  singer  will  think  of  his  voice 
as  having  great  value.  If  Paderewski  thru  the  negli- 
gence of  a  corporation  should  lose  one  of  his  fingers  a 
court  would  be  called  on  to  pass  on  its  value,  yet  he 
could  not  sell  one  of  his  fingers.     Most  economists 
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use  the  word  in  the  sense  of  purchasing  power,  ex- 
change power. 

4.  Economic  goods,  or  wealth. — In  order  to  escape 
from  the  confusion  of  thought  into  which  the  English 
classical  economists  fell  thru  the  use  of  the  word 
"wealth,"  modern  economists  employ  it  sparingly  and 
use  in  its  stead  the  phrase  "economic  goods,"  meaning 
thereby  any  commodity  or  material  thing  which  pos- 
sesses value.  Desirable  things  that  possess  no  value 
are  called  "free  goods,"  because  they  are  supplied  by 
nature  gratuitously.  The  great  mass  of  goods  which 
are  bought  and  sold  in  the  market  are  economic  goods 
and  these  are  the  things  in  which  the  economist  is 
especially  interested.  He  wants  to  know  why  they 
differ  in  value,  why  they  fluctuate  in  value,  what  are 
their  costs  of  production,  how  they  are  marketed,  and 
why  they  are  wanted. 

As  I  have  said,  in  the  English  classical  school  of 
political  economy  all  these  economic  goods  were  called 
wealth,  that  word  being  defined  as  including  every- 
thing that  has  value  or  exchange  power.  But  the 
word  "wealth"  is  very  broadly  used  in  common 
speech,  and  hence  the  conclusions  of  the  economists 
with  regard  to  wealth  are  often  misunderstood  by  the 
public.  For  example,  Mr.  Carnegie  is  known  to  be 
a  man  of  great  "wealth,"  owning  as  he  does  a  large 
number  of  the  bonds  of  the  United  States  Steel  Cor- 
poration. These  bonds  give  him  a  claim  upon  a  cer- 
tain portion  of  the  earnings  of  the  corporation,  but 
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they  are  not  wealth  in  the  economic  sense.  The  econ- 
omist would  not  call  them  economic  goods.  They 
are  merely  legal  claims  on  the  income  produced  by 
certain  economic  goods  owned  by  the  stockholders  of 
the  United  States  Steel  Corporation.  To  be  tech- 
nically correct,  these  bonds  should  be  called  property, 
not  wealth.  In  the  same  way  a  share  of  Pennsyl- 
vania Railroad  stock  is  property,  not  wealth;  it  is  the 
holder's  legal  evidence  that  he  has  an  ownership  in- 
terest in  the  railroad  and  is  entitled  to  share  in  the 
distribution  of  its  earnings. 

5.  Welfare. — Again  the  word  wealth  is  often  used 
as  if  it  were  related  to,  if  not  synonymous  with,  wel- 
fare. A  man  of  wealth  is  often  spoken  of  as  "well- 
to-do,"  yet  wealth  and  welfare  are  independent  of 
each  other.  The  word  welfare  implies  happiness  and 
contentment.  Great  wealth  may  bring  neither  of 
these  to  a  man  or  to  a  nation.  Indeed,  it  is  quite  pos- 
sible that  a  social  census,  if  one  could  be  taken,  would 
find  more  misery  and  discontent  among  the  rich  than 
among  those  people  who  are  obliged  to  work  every  day 
for  their  living. 

6.  The  producer. — The  economist  thinks  of  the 
human  family  as  producers  and  consumers.  All  are 
consumers,  for  otherwise  they  would  perish,  and  the 
vast  majority  of  them  are  also  producers,  for  by  their 
daily  labor  they  must  earn  their  income.  Since  the 
problems  of  production  and  consumption  are  entirely 
different,  the  economist  studies  them  separately, 
sometimes  to  such  an  extent  that  the  unwary  reader 
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gets  an  idea  that  in  economics  certain  classes  of 
society  are  consumers  and  others  are  abnost  exclu- 
sively producers.  This  is  of  course  an  erroneous  con- 
ception. In  a  civilized  country,  hke  the  United  States 
or  Canada,  there  are  very  few  people  who  are  not  both 
producers  and  consumers.  The  so-called  idle  rich  are 
numerically  almost  negHgible.  So  are  the  other  non- 
producing  classes,  such  as  the  sick,  the  defectives,  the 
aged  and  such  criminals  as  are  not  given  emplojTnent. 

A  producer  is  a  person  who  creates  utihty  or  helps 
bring  it  into  existence.  The  earliest  producers  known 
in  the  history  of  the  human  race  were  herders  and 
farmers,  and  in  the  popular  mind  the  farmer  is  still 
thought  of  as  being  the  greatest  of  all  producers,  for 
he  coaxes  frcMii  the  soil  the  grains  and  fruits  and  veg- 
etables which  support  human  life.  He  also  supplies 
us  with  most  of  the  meat  we  eat.  The  earth  is,  of 
course,  the  real  producer.  The  farmer  by  his  labor 
merely  manipulates  and  directs  natural  forces.  Eco- 
nomically he  is  in  no  greater  degree  a  producer  than 
the  conductor  of  the  freight  train  who  hauls  his  crop 
to  market,  or  any  one  of  the  wholesalers  and  retailers 
who  pass  it  on  to  consumers. 

Let  us  trace  a  bushel  of  wheat  from  Dakota  until  it 
appears  in  Xew  York  City  in  loaves  of  bread.  The 
railroad  hauls  it  to  ^Minneapolis,  where  it  possesses 
greater  utility  than  in  Dakota  and  therefore  greater 
value,  because  the  millers  want  it.  The  miller,  who  is 
a  manufacturer,  converts  the  wheat  into  flour,  thus 
adding  to  its  utility  and  value.     The  railroad  hauls  it 
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to  New  York,  where  it  possesses  more  utility  than  in 
Minneapohs,  being  more  in  demand.  The  baker 
turns  it  into  bread,  adding  thereby  both  to  its  utihty 
and  value,  for  it  is  now  in  the  form  demanded  by  the 
so-called  ultimate  consumers.  Some  of  the  loaves 
may  be  sold  to  consumers  by  grocers  who  have,  like 
the  railroad,  merely  increased  their  place  utility,  for 
they  have  saved  the  consumer  the  labor  of  going  to 
the  more  distant  bakerj^ 

7.  Intangible  utilities. — We  have  been  considering 
thus  far  only  the  producers  of  tangible  goods,  that  is, 
economic  goods.  How  about  the  producers  of  intan- 
gible utility?  Is  there  such  a  thing  as  an  intangible 
utility,  one  not  embodied  in  a  material  commodity? 
If  not,  we  certainly  cannot  call  lawyers,  doctors, 
teachers,  preachers,  actors  and  artists  producers  un- 
less we  can  show  that  their  services  are  somehow 
helpful  in  the  production  of  material  goods.  This 
can  easily  be  done,  as  the  reader  will  see  later  in  this 
volume,  in  the  case  of  bankers,  teachers  and  physi- 
cians, and  a  pretty  strong  argument  could  be  made  in 
the  preachers'  favor,  but  we  will  not  stop  now  to  dis- 
cuss this  phase  of  the  question. 

From  the  economic  point  of  view  all  these  classes  of 
men  are  producers  of  utility,  for  their  services  give 
positive  satisfaction  to  the  persons  from  whom  they 
get  their  income.  When  you  are  sick  the  services  of  a 
physician  possess  greater  utility  to  you  than  almost 
any  material  good.  When  you  are  well  and  have  the 
means  and  necessary  leisure,  you  may  wish  to  hear 
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Caruso  sing  or  see  Sarah  Bernliardt  on  the  stage. 
One  artist  thru  the  ear,  the  other  thru  the  eye  as  well, 
appeals  to  your  aesthetic  sense  and  gives  you  greater 
satisfaction  than  you  could  possibly  get  from  a 
farmer's  potatoes  and  cabbages.  To  many  devout 
people  the  services  of  the  clergj-man  possess  greater 
utility  than  the  services  of  any  other  single  class  of 
workers ;  they  would  gladly  turn  farmers  and  produce 
their  own  food  and  clothino^  rather  than  see  the  church 
disappear. 

We  may  sum  up,  then,  as  f  oUows :  In  an  economic 
sense  everj-  man  or  woman  is  a  producer  whose  labor 
tends  to  the  gratification  of  human  wants  or  to  the 
increase  of  utilities,  whether  thru  a  service  which 
increases  the  supply  of  economic  goods  or  thru  a 
sers'ice  which  in  itself  gives  pleasure  to  the  consumer. 

8.  The  consumer. — We  consume  a  utility-  when  we 
get  pleasure  or  gratification  from  it.  In  many  cases 
the  consumption  of  a  utility  means  the  destruction  of 
the  commodity  in  which  it  is  embodied.  This  is  true 
of  all  kinds  of  food  and  beverages,  as  is  illustrated  in 
the  old  adage,  "We  cannot  eat  our  cake  and  have  it 
too."  In  the  case  of  clothing  the  period  of  consump- 
tion is  much  longer,  depending  upon  the  habits  and 
occupation  of  the  wearer.  ]Many  people  consume  a 
straw  hat  in  one  summer,  yet  a  certain  city  editor  in 
Chicago  was  distinguished,  among  other  things,  be- 
cause of  his  attachment  to  an  old  straw  hat,  which  he 
wore  for  twenty  summers  and  constantly  in  the  office 
during  the  winter  months. 
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A  period  of  consumption  is  popularly  known  as  the 
"life"  of  the  commodity.  In  New  York  City,  for 
instance,  the  life  of  a  house  is  commonly  estimated  at 
twenty  years,  it  being  assumed  that  its  utility  in  its 
existing  form  will  disappear  at  the  end  of  that  period 
and  that  a  new  house  will  be  wanted  on  the  site.  The 
life  of  a  steel  rail  depends  upon  the  amount  of  traffic 
hauled  over  it.  The  life  of  a  book  depends  upon  the 
care  given  it  and  the  charm  of  its  content.  We  con- 
sume an  oil  painting  when  we  get  pleasure  from  con- 
templating it.  The  life  of  the  canvas  depends  upon 
the  care  given  it.  Marbles  and  bronzes,  humanly 
speaking,  last  forever.  They  may  be  daily  consumed 
but  never  destroyed. 

9.  Exchange. — No  exposition  is  necessary  to  make 
the  reader  understand  the  necessity  for  the  exchange 
of  economic  goods.  Nothing  in  business  is  more 
obvious  than  the  fact  that  few  people  produce  the 
goods  which  they  consume.  At  the  present  time 
nearly  every  man  is  a  specialist.  In  the  production  of 
some  articles  the  labor  of  thousands  of  men  is  em- 
ployed ;  each  receives  his  compensation  in  the  form  of 
money  and  then  buys  the  articles  which  he  desires  to 
consume.  Thus  exchange  has  become  the  most  con- 
spicuous feature  of  our  modern  civilization.  Nearh^ 
all  producers  expect  to  market  their  product. 

10.  Barter. — It  is  fair  to  assume  that  in  prehistoric 
times,  as  is  the  case  today  in  some  savage  tribes,  there 
was  little  division  of  labor,  each  family  being  able  to 
produce  enough  to  satisfy  its  own  needs.     The  first 
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exchange  was  doubtless  in  the  form  of  barter,  a  fortu- 
nate fisherman  being  perhaps  glad  to  give  up  part  of 
his  catch  in  return  for  berries  and  goat's  milk.  This 
exchange  of  goods  for  goods  is  kno\\Ti  as  barter  and 
is  obviously  awkward  and  inconvenient. 

11.  Money. — Xot  until  money  appeared  was  it  pos- 
sible for  men  to  specialize  in  their  labor  and  to  begin 
the  development  of  an  exchange  civilization,  each  man 
devoting  himself  to  the  task  which  gave  him  the  great- 
est pleasure  or  in  which  he  was  most  proficient. 
ISIoney  is  the  medium  which  made  this  advance  pos- 
sible. It  is  a  thing  wanted  not  for  itself  but  because 
with  it  one  can  buy  what  one  wants.  In  a  sense  it 
may  be  called  a  third  commodity,  standing  between 
the  thing  we  have  and  wish  to  sell  and  the  thing  we 
wish  to  get  in  exchange. 

Money  may  be  defined  as  an  economic  good  which 
is  universally  desired  in  any  community  and  which  is 
universally  acceptable  as  a  means  of  payment  for 
goods  or  services. 

12.  Credit. — As  modern  business  is  conducted  in 
most  civilized  countries,  actual  money  is  very  little 
used.  ]Men  are  satisfied  to  accept  in  lieu  of  it  a  mere 
promise  to  pay  money.  This  promise  is  known  as 
credit  and  it  is  founded  on  the  rock  of  confidence. 

If  business  men  of  the  United  States  should  lose 
confidence  in  one  another,  or  in  the  government,  or  in 
the  courts  of  law,  the  great  credit  system  by  which 
gigantic  totals  of  wealth  are  daily  exchanged  would 
collapse,  business  would  be  at  a  standstill  and  great 
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distress  would  ensue,  the  rich  suffering  as  well  as  the 
poor.  Just  how  money  and  credit  do  their  work  we 
shall  discuss  in  later  chapters. 

13.  Price. — The  universal  use  of  money  and  credit 
in  modern  business  gives  great  importance  to  the  word 
price.  Popularly  this  word  is  confused  with  value. 
i^et  theyyhave  different  meanings.  The  price  of  a 
thing  is  the  amount  of  money  it  exchanges  for  or  that 

J  is  asked  for  it.  The  price  of  wheat  shows  the  value  of 
j  a  bushel  of  wheat  with  respect  to  money.  It  gives  us 
;no  idea  of  the  value  of  wheat  unless  we  know  the 
j  prices  of  many  other  articles  and  thus  can  make  com- 
'  parison. 

14.  Distribution  of  income. — The  subject  matter  to 
be  touched  on  in  this  section  is  usually  called  "distribu- 
tion of  wealth,"  but  that  phrase  is  misleading,  for  the 
problem  before  us  relates,  not  to  the  distribution  of  all 
of  the  country's  wealth,  but  solely  to  the  distribution 
or  sharing  of  the  new  wealth  daily  created. 

Into  a  nation's  markets  there  is  constantly  pouring 
a  stream  of  new  commodities  and  out  of  the  proceeds 
of  their  sale  various  people  who  have  aided  in  their 
production  must  get  their  compensation,  the  laborer 
his  wage,  the  landlord  his  rent,  the  capitalist  his  inter- 
est, the  business  man  or  entrepreneur  his  profit. 
Roughly  speaking  the  total  of  new  wealth  produced  in 
the  country  in  any  year,  sometimes  called  the  national 
dividend,  is  divided  among  those  four  classes  of 
society. 
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What  determines  the  amount  that  each  class  shall 
get? 

Does  the  landlord  arbitrarily  fix  the  rent  which 
his  tenants  shall  pay?  Or  is  the  amount  determined 
by  forces  which  the  landlord  cannot  control? 

Is  the  rate  of  wages  fixed  by  the  will  of  employers 
or  by  the  insistent  demands  of  trade  unions  or  by 
forces  beyond  the  immediate  control  of  both  employer 
and  employe? 

Why  does  the  rate  of  interest  on  borrowed  money 
fluctuate?  Is  it  a  product  of  unseen  forces  too  pow- 
erful to  be  overcome  by  conventions  and  agreements  ? 

Why  do  profits  vary,  some  business  men  amassing 
fortunes  while  others  go  into  bankruptcy? 

Important  questions  of  this  sort  are  all  related  to 
the  distribution  of  income  and  are  treated  in  the 
chapters  on  Wages,  Interest,  Rent  and  Profits. 

REVIEW     ' 

Show  how  the  terms  utility  and  usefulness  differ.  How  do 
economists  classify  utilities? 

Give  some  examples  of  the  popular  use  of  the  term  value. 
How  does  the  economist  understand  the  term? 

Distinguish  between  free  goods  and  economic  goods. 

How  would  you  define  a  producer?  Indicate  some  various 
classes  of  producers  and  the  kind  of  goods  they  create. 

Discuss  what  is  meant  by  the  consumption  of  a  utility. 

What  is  meant  by  the  distribution  of  income  and  what  classes 
share  in  it? 


CHAPTER  III 

LAND  AND  CAPITAL 

1.  3Ian  and  Nature. — Man  first  began  to  rise  above 
the  level  of  the  beasts  of  the  fields  and  forests,  and  to 
be  able  to  satisfy  an  increasing  number  of  wants,  by 
entering  into  a  sort  of  business  partnership  with 
Nature.  He  doubtless  first  scratched  the  soil  with 
sticks  when  he  began  in  a  primitive  way  to  cultivate 
vegetables  and  cereals,  and  for  many  thousand  years 
his  partner,  Nature,  was  so  generous  and  rich  in  re- 
sources that  she  demanded  no  share  of  the  product, 
but  old  plots  of  ground  long  cultivated  grew  stingy 
and  refused  to  produce  the  expected  crop.  Then  man 
discovered  that  the  land  must  be  fed  and  that  if  he 
buried  in  it  the  offal  of  the  animals  which  he  had 
tamed,  or  even  the  dead  compost  of  a  swamp,  Nature 
was  pleased  and  the  soil  gave  forth  its  old  yield. 

This  first  partnership  between  man  and  Nature  is 
still  in  existence,  and  in  all  civilized  countries  many 
scientific  men  are  constantly  at  work  upon  plans  and 
methods  to  make  a  more  effective  use  of  the  resources 
of  man's  rich  partner.  The  partnership  is  so  impor- 
tant that  governments  maintain  special  departments 
whose  sole  function  is  the  conservation  and  develop- 
ment of  nature's  resources,  whether  in  lands,  mines, 
rivers  or  forests. 

32 


LAND  AND  CAPITAL  8S 

The  products  supplied  by  nature  are  commonly 
known  as  raw  materials,  and  with  very  few  exceptions 
are  not  consumed  by  man  until  he  has  effected  some 
change  in  them  by  cooking  them  ^vith  heat  or  by 
changing  their  form  thru  manufacture.  Among  our 
primiti^'e  ancestors  there  was  undoubtedly  a  time  when 
their  total  wealth,  all  the  utilities  in  their  possession, 
consisted  of  raw  materials.  Today,  however,  men 
have  developed  such  a  multiphcity  of  wants  and  such 
great  ability  to  satisfy  them,  that  raw  materials  con- 
stitute a  relatively  small  part  of  the  existing  store  of 
wealth  of  economic  goods  in  any  civilized  countrj". 

2.  Agriculture  and  the  sciences. — In  the  A^Titings 
of  economists  land  is  given  the  broadest  possible  mean- 
ing. It  is  made  to  include  not  only  the  soil  and  its 
undetached  products  such  as  forests  and  growing 
crops,  but  also  all  of  nature's  productive  forces  and 
riches  such  as  rivers,  lakes  and  mines.  In  economics 
Xiagara  Falls,  the  river  Thames  and  the  beautiful 
lakes  of  the  north  of  Italy  are  all  classified  under  the 
head  of  land. 

Soil  varies  much  in  fertility  and  different  pieces  of 
land  are  adapted  to  the  production  of  different  crops 
because  of  differences  in  their  chemical  elements.  In 
the  last  fifty  years  increasing  attention  has  been  given 
to  the  study  of  the  chemistry  of  the  soil,  and  as  a  result 
the  productivity  of  many  different  kinds  of  land  has 
been  greatly  increased.  The  scientists  at  work  in  the 
agricultural  colleges  and  laboratories  of  America  and 
Europe  deserve  most  of  the  credit  for  this  progress. 

11-4 
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Only  in  recent  years  has  the  physics  of  the  soil 
begun  to  receive  the  attention  it  deserves.  Most 
farmers  in  the  middle  of  the  nineteenth  century  sup- 
posed that  the  destruction  of  weeds  was  the  main 
object  of  hoeing  and  cultivating  a  crop.  Now  it  is 
known  that  cultivation  of  the  soil  has  a  second  and  in 
many  regions  an  equally  important  purpose,  namely, 
the  creation  on  the  surface  of  a  mulch  of  dust  to  pre- 
vent evaporation  of  moisture.  The  so-called  dry 
farming  now  practised  in  certain  arid  regions  is  only 
one  of  the  contributions  made  b}^  the  science  of  physics 
to  the  art  of  agriculture. 

The  science  of  bacteriology  is  also  helping  the 
farmer  in  his  struggle  with  the  soil.  It  was  discov- 
ered, for  instance,  that  soils  long  cultivated  often  con- 
tain harmful  bacteria  injurious  to  the  crop;  also  that 
certain  varieties  of  clover  contain  bacteria  which 
extract  fertilizing  nitrogen  from  the  atmosphere. 

These  and  other  natural  sciences  have  been  very 
helpful,  not  only  in  agriculture,  but  also  in  all  the 
industries  which  have  for  their  end  the  utilization  of 
nature's  resources. 

3.  EiVtractive  industries. — The  economist  views 
nature  as  a  storehouse  of  potential  wealth,  and  all 
industries  aiming  at  the  production  or  development 
of  that  wealth  are  called  extractive  industries. 
Farming,  cattle  raising,  mining,  forestry,  floriculture, 
lumbering,  fishing,  horticulture,  are  some  of  the  most 
important  extractive  industries. 

The  products  of  the  extractive  industries  are  the 
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primary  raw  materials  of  the  manufacturing  indus- 
tries. 

4s.  Climate  and  environment. — It  is  a  well-known 
fact  that  men  are  very  much  injfluenced  by  the  climate 
and  environment  in  which  they  live.  Indeed,  most 
writers  upon  racial  development  look  upon  the  cli- 
mate of  a  country  as  one  of  the  most  important  factors 
in  the  development  of  a  people's  character.  The 
rigorous  climate  of  Xew  England  and  parts  of  Can- 
ada, subjecting  the  people  to  great  extremes  of 
atmosphere,  must,  it  is  believed,  tend  to  produce  a 
hardy,  vigorous,  self-reliant  people.  A  changeable 
climate  with  an  uncertain  rainfall  and  great  variations 
in  temperature  is  said  by  some  scientists  to  account  in 
part  for  the  much  discussed  nervousness  of  Americans. 
The  stohdity  of  the  English  is  attributed  to  the 
equable  climate.  Buckle  in  his  famous  "History  of 
Civilization,"  which  was  never  completed,  found  in 
the  differences  of  climate  and  physical  environment 
the  main  causes  of  the  development  of  races  charac- 
terized by  different  quahties. 

The  subject  is  a  most  interesting  one,  but  in  a 
treatise  on  economics  we  cannot  give  it  much  consid- 
eration. It  is  sufficient  to  know  that  climate  and 
environment  are  important  factors  in  the  production 
of  wealth.  Theoretically  they  are  a  part  of  the  lanfl 
and  cannot  be  bought  or  sold  by  themselves.  Only  in 
a  slight  degree  has  man  been  able  to  modify  or  im- 
prove a  climate,  but  his  physical  environment  is  some- 
what under  his  control.     Thus  the  introduction  of 


36  ECONOMICS  OF  BUSINESS 

artificial  ice  and  the  electric  light  have  done  much  to 
make  the  lot  of  Europeans  in  the  tropics  more  com- 
fortable. The  cultivation  of  forests  in  some  regions 
tends  to  prevent  the  damaging  floods  of  spring  and  the 
exhausting  droughts  of  summer,  and  irrigation  can  be 
made  to  lessen  the  evils  of  an  arid  climate.  That  is 
why  all  governments  have  expended  large  sums  for 
the  production  and  conservation  of  forests  and  upon 
systems  of  irrigation. 

It  is  comparatively  recently  that  the  conservation 
of  natural  resources  has  been  recognized  as  a  national 
duty  in  the  United  States.  Appropriations  for  the 
improvement  of  rivers  and  harbors,  not  always 
judiciously  expended,  are  of  long  standing;  disburse- 
ments for  these  purposes  in  the  five  years  ending  June 
30,  1915,  amounted  to  nearly  two  hundred  million 
dollars.  The  Fish  Commission,  later  the  Bureau  of 
Fisheries,  was  established  in  1871.  Its  annual  dis- 
bursements are  over  one  million  dollars.  The  Bureau 
of  Forestry  spends  over  five  million  dollars  annually, 
and  devotes  something  more  than  one  million  dollars 
each  year  to  the  acquisition  of  lands  for  the  protection 
of  watersheds  of  navigable  streams.  The  irrigation 
projects  of  the  United  States  Government  will  in- 
volve a  total  outlay  of  about  $175,000,000  and  will 
bring  three  million  acres  under  cultivation.  About 
half  of  this  program  has  already  been  carried  out. 

5.  Bent. — The  word  rent  is  commonly  applied  to 
cover  the  payment  made  to  the  owner  of  land  or  of 
any  economic  good,  except  money,  by  some  other  man 
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who  enjoys  the  use  of  it.  In  economics  the  rent  of 
land  is  always  spoken  of  as  economic  rent  or  pure 
rent,  for  it  is  generally  held  that  the  rent  of  land  is 
subject  to  a  law  unlike  that  which  governs  the  rent  of 
buildings  and  other  economic  goods.  This  difference 
will  be  discussed  later. 

It  should  be  noted  that  all  improvements  of  land 
which  increase  its  productivity  become  really  a  part 
of  the  land:  for  example,  the  fences  on  a  farm,  the 
ditches  which  drain  its  meadows,  fertilizers  placed  in 
the  soil,  all  these  things  become  a  part  of  the  land  in 
which  they  are  embodied. 

In  the  last  analysis  rent  is  the  enjojTnent  that  man 
gets  out  of  any  utihty  or  human  service,  and  by  some 
economists  the  term  is  used  in  this  broad  sense.  The 
wages  of  a  farmer's  hired  man  are  said  to  be  really  the 
rent  paid  for  his  services  and  represent  in  the  last 
analysis  the  satisfaction  which  the  farmer  gets  out  of 
a  man's  work.  If  a  man  works  for  himself  he  gets  the 
rent  or  usufruct  of  his  own  labor. 

In  this  book  we  shall  not  use  rent  in  this  broad  sense 
but  shall  employ  it  in  its  common  usage. 

6.  Capital. — L^naided  by  tools  and  machinery"  man 
could  make  very  httle  use  of  the  riches  of  nature.  So 
out  of  the  stick  which  first  scratched  the  soil  was 
finally  evolved  the  idea  of  the  spade,  the  hoe,  the 
plow  and  the  great  mass  of  agricultural  machinery  in 
the  invention  and  perfection  of  which  the  L'nited 
States  has  led  the  world.  In  the  processes  of  manu- 
facture there  has  been  the  same  evolution  from  the 
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sharpened  stone  to  the  steel  knife  and  ax,  from  the 
simple  hand  tools  of  not  many  hmidred  years  ago  up 
to  the  intricate  and  almost  automatic  machines  of  the 
modern  factory. 

The  reader  should  note  that  these  tools  and  ma- 
chines are  not  wanted  in  themselves ;  that  they  do  not 
gratify  any  human  sense ;  that  they  are  wanted  simply 
because  they  enable  man  to  make  more  effective  use 
of  nature's  resources  and  products.  The  farmer  gets 
no  pleasure  out  of  a  plow,  but  he  does  get  satisfaction 
out  of  the  knowledge  that  the  thoro  and  deep  turning 
of  the  soil  is  a  step  toward  getting  a  good  crop.  The 
plow  is  merely  an  instrument  of  production.  So  are 
all  tools  and  machines  that  play  any  part  in  the  pro- 
duction of  other  goods.  To  the  economist  all  such 
goods  are  known  as  production  goods  or  capital. 

7.  Capital  and  waiting. — If  we  do  a  little  clear 
thinking  about  the  nature  of  the  process  by  which  our 
tools  and  machinery  have  been  created,  we  shall  dis- 
cover that  the  men  who  made  them  were  thinking 
especially  about  future  needs  or  wants  and  were 
willing  to  wait  for  their  compensation.  While  primi- 
tive man  was  sharpening  a  stone  into  an  arrowhead  or 
was  making  his  first  rough  bow,  he  had  to  forego  the 
pleasure  of  the  hunt  and  of  fishing  and  he  must  have 
fasted  a  bit  unless  he  had  previously  accumulated  a 
store  of  food.  It  is  evident  that  while  a  man  is  en- 
gaged in  the  manufacture  of  a  tool  or  machine  he  can- 
not be  producing  food,  or  making  clothing  for  himself, 
or  constructing  or  repairing  his  shelter.     In  order 
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that  he  may  not  suffer  privation  he  must  have  food 
and  clothing  sufficient  to  last  him  thru  the  period  of 
production  and  must  have  his  house  in  fit  condition  for 
work.  These  things  are  essential  to  the  creation  of 
the  tool  or  machine.  Hence  to  the  economist  all  the 
food  and  clothing  and  buildings  in  a  country  which 
are  consumed  in  the  production  of  wealth  are  capital. 

The  farmer  who  sows  corn  in  the  spring  is  planning 
for  the  autumn's  crop.  The  seed  corn  is  capital  quite 
as  much  as  the  seeder  which  drops  it  in  the  row. 

In  general  economists  define  capital  as  any  form  of  | 
wealth,  land  excepted,  which  is  used  in  the  production  ' 
of  other  wealth.     All  economic  goods  so  used   are 
called  capital  goods  or  production  goods. 

8.  Capital  goods. — In  the  production  of  most  com- 
modities the  raw  material  is  subject  to  several  proc- 
esses before  a  product  is  reached  which  is  ready  for 
final  consumption.  For  example,  the  raw  wheat  be- 
comes part  of  the  miller's  capital  and  is  ground  into 
fliour;  then  it  becomes  part  of  the  baker's  capital  and 
is  made  into  bread:  finally  it  becomes  part  of  the 
retailer's  capital  and  is  ready  for  distribution  to  the 
consumer.  In  the  form  of  bread  the  economist  thinks 
of  it  as  a  consumable  good. 

Xo  absolute  and  clear  line  of  distinction  can  be 
drawn  between  production  and  consumption  goods, 
for  loaves  of  bread  consumed  by  men  for  the  continu- 
ance of  productive  effort  are  manifestly  playing  a  part 
in  the  productive  process.  But  this  is  a  matter  con- 
cerning which  there  need  be  no  refinement  of  discus- 
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sion.  Under  the  head  of  a  country's  capital  econo- 
mists usually  include  all  its  tools,  machinery,  shops 
and  factories,  stores  and  warehouses,  all  its  har- 
vested raw  materials,  its  mined  ores  in  the  various 
stages  of  manufacture,  and  the  stored  foodstuffs. 

It  would  be  idle  to  attempt  to  determine  just  what 
part  of  a  country's  wealth  is  capital  and  what  is  not. 
It  is  sufficient  to  know  that  the  idea  of  capital  implies 
an  element  of  time,  a  period  of  waiting,  a  postpone- 
ment of  consumption,  consideration  of  future  wants 
rather  than  of  present. 

9.  The  capital  fund. — Among  business  men  capital 
is  always  thought  of  in  terms  of  money  and  very 
seldom  in  the  strictly  economic  sense.  If  you  ask 
what  capital  a  man  had  when  he  started  in  business 
you  will  be  told,  say,  $10,000.  If  a  man  needs  more 
capital,  he  thinks  of  the  amount  of  money  he  wants 
and  will  seek  to  borrow  it. 

We  cannot  here  explain  the  close  relation  between 
the  supply  of  capital  goods  and  loanable  funds,  but 
such  a  relation  does  exist,  as  will  be  explained  in 
later  chapters.  It  is  enough  here  for  the  reader  to 
see  that  money,  aided  by  credit,  is  merely  a  medium  of 
exchange  by  the  use  of  which  men  are  able  to  get  the 
capital  or  economic  goods  which  they  need  for  produc- 
tive purposes. 

A  manufacturer's  real  capital  is  not  the  money 
he  had  at  the  start,  but  the  factory  and  machines  for 
which  the  money  was  exchanged.  Reference  to  the 
subject  is  made  here  simply  to  put  the  reader  on  his 
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guard.  Business  men  and  bankers  often  use  the 
terms  capital,  money  and  loanable  funds  as  if  they 
were  exactly  the  same  thing,  and  for  practical  busi- 
ness purposes  they  are. 

10.  Capital  and  saving. — Capital  is  the  result  of 
saving,  and  by  saving  is  meant  the  production  of 
more  income  than  the  producer  consumes.  It  is  evi- 
dent that  if  a  farmer  consumes  each  year  all  that  he 
produces  he  will  not  increase  in  wealth.  If,  however, 
he  increases  his  effort  to  produce  larger  crops  and 
practises  economy,  he  may  find  in  the  fall  that  he  has 
several  hogs  and  steers  more  than  he  will  need  for 
the  winter  supply  of  food  for  his  family.  These  hogs 
and  steers  constitute  his  savings.  They  are  wealth, 
but  he  cannot  save  the  wealth  to  advantage  in  that 
form.  What  he  wants  to  save  is  not  the  hogs  and 
steers  but  the  value  embodied  in  them,  so  he  sells 
them  for  $500  and  deposits  the  money  in  a  bank.  In 
the  course  of  time  the  hogs  and  steers  become  the 
food  of  other  people,  but  to  the  economist  the  im- 
portant thing  is  that  the  farmer  who  produced  them 
did  not  consume  them,  but  instead  saved  their  value 
and  added  it  to  the  country's  store  of  capital.  The 
bank  will  seek  to  lend  the  $500  to  some  man  who  can 
use  it  profitably. 

Without  saving  of  the  kind  we  have  here  illus- 
trated there  can  be  no  increase  in  a  country's  capital 
or  business.  Saving  is,  therefore,  a  most  important 
economic  function;  important  to  the  individual,  for 
if  he  does  not  save  he  makes  no  provision  for  sickness 
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or  old  age  and  does  not  equip  himself  for  the  conduct 
of  larger  enterprises;  important  to  society,  for 
if  a  country's  stock  of  capital  does  not  increase  there 
will  be  no  expansion  and  no  increase  in  the  produc- 
tion of  wealth  unless  men  work  harder  and  for  longer 
hours.  Any  increase  of  the  population  in  the  country 
where  the^  capital  supply  is  not  also  increasing  is  al- 
most certain  to  be  attended  by  a  lowering  of  the  stan- 
dard of  living  and  by  a  decline  of  wages. 

The  economist  believes  quite  properly  that  too  much 
emphasis  cannot  be  put  upon  saving  or  thrift.  Its 
practice  should  be  thought  of  not  as  a  negative  value 
to  be  stigmatized  as  meanness  or  stinginess,  but  as  a 
positive  virtue  contributing  to  the  welfare  of  society. 
A  man  helps  increase  the  country's  wealth  quite  as 
much  when  he  saves  as  when  he  works. 

How  much  any  man  shall  save  is  a  question  each  in- 
dividual must  decide  for  himself.  Our  incomes  are 
produced  for  our  enjoyment.  We  have  numerous 
wants  and  we  do  not  really  live  unless  many  of  them 
are  gratified.  Thus  the  problem  of  saving  is  really 
part  of  the  problem  of  living. 

11.  Importance  of  capital. — As  we  have  said  in 
the  previous  section,  the  enlargement  of  a  country's 
industry  or  business  is  dependent  upon  the  increase 
of  its  stock  of  capital,  and  in  any  country  the  capital 
of  which  is  not  increasing  there  can  be  no  increase  of 
population  without  severe  suffering  among  the  poor 
and  the  unskilled. 

The  truth  of  the  foregoing  propositions  may  be 
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easily  illustrated  if  you  take  the  concrete  case  of  a 
single  farmer.  If  he  has  only  one  horse,  one  plow, 
one  cultivator,  one  reaper  and  so  on  thru  the  list  of 
farm  implements,  it  is  evident  that  he  cannot  employ 
to  advantage  more  than  one  hired  man,  no  matter  how 
large  his  farm.  If  he  has  a  tillable  farm  of  160 
acres  he  will  not  be  able  to  cultivate  it  all.  His  lack 
of  capital  will  compel  him  to  turn  much  of  it  into 
pasture. 

If  an  entire  community  is  made  up  of  farmers  of 
this  sort  and  if  all  of  them  are  equally  poor  and 
thriftless,  producing  barely  enough  to  support  them- 
selves and  their  families,  there  will  be  no  increase 
in  the  demand  for  labor  in  that  community.  But 
if  gradually  other  farmers  come  in  to  buy  these  farms 
and,  by  using  better  methods  of  production,  are  able 
to  get  larger  crops  and,  by  the  practice  of  economy  in 
living,  are  able  to  have  a  surplus  at  the  end  of  the 
season,  before  long  some  shrewd  man  will  open  a 
bank  in  that  community  and  many  of  those  farmers 
will  be  able  to  borrow  even  more  money  than  they 
have  saved  and  buy  more  implements,  cultivate  larger 
fields  and  hire  more  men. 

What  is  true  of  this  imaginary  farming  commun- 
ity is  equally  true  of  any  industrial  community. 
There  cannot  be  more  factories  in  the  future  and 
employment  for  more  labor  unless  people  today  con- 
sume less  than  they  produce  and  so  create  a  capital 
fund.  A  shoemaker  with  only  one  bench  and  one  set 
of  tools  cannot  hire  an  assistant  no  matter  how  great 
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the  demand  for  his  services.  He  must  first  save 
enough  to  buy  another  bench  and  set  of  tools  or  bor- 
row from  somebody  else  who  has  saved. 

12.  Capital  demands  labor. — As  John  Stuart  Mill 
very  clearly  pointed  out  in  his  "Political  Economy," 
the  existence  of  unemployed  capital  is  a  prerequisite 
to  any  increase  in  a  country's  demand  for  labor.  Mill 
stated  this  truth  in  what  seemed  a  paradox  as  follows : 
"A  demand  for  commodities  is  not  a  demand  for 
labor."  Inasmuch  as  the  whole  object  of  labor  is 
to  produce  commodities  for  which  there  is  a  demand, 
this  statement  by  Mill  gave  rise  to  much  controversy 
and  was  quite  commonly  misunderstood. 

He  meant  merely  that  there  could  be  no  demand 
for  labor  unless  men  had  the  capital  necessary  for  the 
equipment  of  laborers  with  the  needed  tools  and  ma- 
terials. The  existing  demand  for  commodities  would 
surely  determine  the  nature  of  the  occupations  in 
which  the  labor  could  be  most  profitably  employed. 

Evidently  the  demand  for  airplanes  in  the  Euro- 
pean war  could  not  have  brought  about  a  demand  for 
labor  for  their  manufacture  unless  the  necessary  capi- 
tal had  been  obtained  by  the  different  governments, 
and  it  is  quite  possible  that  this  demand  for  airplanes, 
toward  the  construction  of  which  the  United  States 
Congress  appropriated  over  $600,000,000  in  1917,  did 
not  increase  the  total  demand  for  labor  in  that  year, 
but  merely  diverted  the  demand  from  other  occupa- 
tions to  that  of  building  airplanes. 

13.  Fixed  and  circulating  capital. — When  capital 
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goods  are  in  such  form  that  they  can  be  utihzed  for 
the  production  of  any  of  the  goods  for  which  they 
are  adapted,  they  are  called  free  or  circulating  capi- 
tal. Capital  of  this  sort  disappears  when  consumed, 
but  reappears  in  the  form  of  another  commodity. 

When,  however,  a  capital  good  is  given  a  permanent 
form  it  is  called  fixed  capital. 

For  example,  iron  ore  is  free  or  circulating  capital. 
It  can  be  first  converted  into  steel  and  then  into  a 
great  variety  of  articles,  such  as  rails,  steamships, 
nails,  hammers,  axes,  saws,  when  it  becomes  fixed 
capital.  Lumber  fresh  from  a  sawmill  is  circulating 
capital;  in  the  form  of  a  house  it  is  fixed  capital. 

The  distinction  is  mainly  one  of  degree,  but  is 
nevertheless  important.  A  country's  ability  to  carry 
thru  new  enterprises  depends  much  upon  the  amount 
of  circulating  capital  in  its  possession.  If  a  large 
part  of  its  capital  is  fixed,  it  cannot  always  be  utilized 
to  advantage.  Fixed  capital  is  always  liable  to  be 
rendered  worthless  by  progress,  by  new  inventions, 
by  changes  in  the  market  demand,  etc.  The  automo- 
bile largely  displaced  the  bicycle,  and  bicycle  factories 
were  at  a  considerable  expense  fitted  up  to  manufac- 
ture automobiles.  The  great  war  in  Europe,  bringing 
to  the  United  States  an  immense  demand  for  muni- 
tions, caused  many  factories  and  ships  to  be  refitted, 
the  old  equipment  being  discarded.  All  this  could 
not  have  been  done  by  the  owners  had  not  the  Allies 
been  willing  to  supply  the  capital  by  paying  prices 
which  yielded  much  more  than  an  ordinary  profit. 
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The  money  or  credit  in  banks  is  commonly  referred 

'  to  as  circulating  or  liquid  capital.     When  a  depositor 

withdraws  his  balance  and  buys  the  stocks  and  bonds 

of  a  corporation,  he  is  said  to  invest  it;  in  reality  he 

[has  turned  it  into  fixed  capital. 

The  change  of  capital  into  a  fixed  form  is  always 
attended  /with  the  risk  that  the  market  demand  for 
capital  in  that  form  may  change  and  that  the  invest- 
ment therefore  will  not  yield  the  expected  return. 

14.  Interest,  the  return  on  capital. — The  rate  of 
interest  is  commonly  thought  of  as  being  a  certain 
percentage  of  money  paid  for  the  use  of  money,  and 
since  money  itself  is  not  a  productive  agent,  people 
of  the  olden  times  thought  the  money  lender  not  de- 
serving of  compensation.  Some  people  even  today 
hold  this  view  and  call  interest  usury,  altho  this  term 
usury  can  properly  be  applied  only  to  an  excessive 
rate  of  interest. 

The  fact  is,  money  in  itself  does  not  earn  the  in- 
terest which  is  paid  to  its  lender.  The  borrower 
simply  converts  the  money  into  capital  goods  and  by 
their  use,  with  the  aid  of  labor,  increases  his  income 
much  more  rapidly  than  he  could  without  them. 

The  transaction  would  be  plain  enough  if  no  money 
were  used.  Suppose  you  own  a  ferry  boat  and  are 
making  a  fairly  good  living  by  its  operation.  But 
you  are  getting  old  and  want  to  rest.  So  you  lease 
your  boat  to  some  man  who  offers  a  satisfactory 
rental.  Nobody  would  expect  you  to  let  him  have 
the  use  of  it  for  nothing.     The  boat  is  part  of  your 
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wealth  and  it  will  not  last  forever.  You  will,  there- 
fore, want  a  rental  large  enough  to  sers-e  two  pur- 
poses, first  to  give  you  a  fair  return  on  the  value  of 
the  boat,  say  six  per  cent  of  its  value,  and  second  to 
recompense  you  for  its  deterioration  thru  use.  If 
the  "life"  of  the  boat  is  only  twenty-  years,  the  pay- 
ment on  account  of  the  second  purpose  should  be  at 
least  5  per  cent  of  the  value  of  the  boat.  The  pay- 
ment on  this  second  account  in  the  language  of  eco- 
nomics is  for  replacement  or  reproduction  of  the  capi- 
tal. Accountants  designate  it  as  a  payment  for  de- 
preciation. 

15.  Capital  consumed. — It  should  be  noted  that  all 
capital  is  consumed.  As  has  already  been  pointed 
out,  in  varying  periods  of  time,  capital  is  destroyed 
when  used  and  the  product  of  its  use  must  be  sufficient 
to  compensate  the  owner  for  having  saved  and  also  to 
replace  it. 

16.  Wealth  as  capital. — If  we  were  to  be  absolutely 
exact  in  the  use  of  terms,  we  should  have  to 
admit  that  all  wealth  is  capital,  for  as  we  have  seen 
all  economic  goods  are  productive  of  psychic  income. 
A  piano,  the  golf  links,  the  automobile,  diamonds,  fine 
raiment,  cigars,  luxuries  of  all  kinds — all  things  of 
this  sort  give  pleasure  and  satisfaction  to  many  peo- 
ple, that  is,  they  yield  a  psychic  income,  and  in  the 
last  analysis  are  economically  as  productive  of  in- 
come as  the  Baldwin  Locomotive  Works  or  the 
L^nited  States  Steel  Corporation.  Yet  the  psychic 
income  produced  by  so-called  consumable  goods  is 
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not  transferable  or  exchangeable,  cannot  be  bought 
or  sold,  and  therefore  does  not  play  any  direct  part 
in  the  field  of  business.  Hence  economists,  with  a 
few  exceptions,  have  attempted  no  refinement  in  their 
definition  of  capital,  but  have  applied  it  only  to  those 
material  goods  which  aid  in  the  production  of  addi- 
tional economic  goods  or  wealth. 

REVIEW 

What  does  the  economist  mean  by  land;  by  extractive  indus- 
tries ? 

Define  rent:  (a)  as  usually  applied;  (b)  as  understood  in  an 
economic  sense. 

Discuss  the  evolution  of  capital.  Define  capital.  What 
would  you  include  under  it? 

What  is  the  capital  fund  as  understood  by  the  business  man  ? 

Explain  the  fundamental  importance  of  capital  to  a  nation. 
Distinguish  between  a  demand  for  commodities  and  a  demand  for 
labor. 

State  the  difference  between  fixed  and  circulating  capital; 
usury  and  interest. 


CHAPTER  IV 

LABOR  AND  ENTERPRISE 

r.  Labor. — Labor  includes  all  human  eif  ort  having 
for  its  end  or  aim  the  gratification  of  wants  or  the  pro- 
duction of  income.  Using  the  term  in  its  broadest 
sense,  we  might  say  that  there  is  not  an  idler  on  the 
earth,  for  all  persons  are  seeking  in  one  way  or  another 
to  get  some  satisfaction  out  of  life.  But  in  the  busi- 
ness or  economic  sense  there  is  a  sharp  distinction  be- 
tween those  who  work  and  those  who  loaf  and  play. 
The  workers  are  those  who  are  helping  either  to  in- 
crease our  store  of  tangible  economic  goods,  commonly 
known  as  commodities,  or  to  render  some  personal 
service  to  others  in  return  for  compensation. 

The  economist  is  especially  interested  in  the  prob- 
lems connected  with  the  labors  of  those  people  who 
are  engaged,  whether  directly  or  indirectly,  in  the 
production  of  conmiodities.  Tliese  workers  are  parts 
of  the  great  industrial  machine  and  may  be  roughly 
divided  into  t^vo  classes,  skilled  and  unskilled  laborers. 

2.  Skilled  and  unskilled  laborers. — A  skilled 
laborer  is  one  who  has  learned  thru  training  and 
practice  to  perform  certain  tasks  with  unusual  apti- 
tude. He  is  in  a  sense  a  specialist,  and  the  degree 
of  his  skill,  his  rank  among  skilled  laborers,  depends 
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upon  his  use  of  brain  power  and  the  fineness  of  his 
senses.  A  man  of  sluggish  intellect  and  dull  senses 
might  become  what  the  New  Englanders  call  a  barn 
carpenter,  but  he  never  could  learn  to  build  a  fine 
house  and  certainly  could  not  become  a  cabinet  maker, 
for  he  would  lack  judgment  in  the  selection  of  ma- 
terials and  tools  and  his  dull  senses  would  be  satis- 
fied with  imperfect  joints  and  mortises.  Thru  in- 
heritance men  receive  different  endowments  from  na- 
ture. Some  easily  become  skilled  laborers  of  a  very 
high  class,  while  others  seem  doomed  to  remain  thru 
life  in  the  lowest  ranks. 

The  unskilled  laborer  is  one  who  performs  tasks 
requiring  the  minimum  of  mental  effort.  Physical 
strength  is  his  chief  asset.  He  digs,  shovels,  hoes, 
lifts,  fetches  and  carries,  but  he  is  not  paid  to  think. 

Economics  is  specially  concerned  with  the  forces 
and  conditions  that  determine  the  wages  of  both  skilled 
and  unskilled  labor.  The  labor  problem  is  recognized 
as  the  most  important  and  the  most  difficult  in  the 
whole  field  of  economics.  What  is  a  living  wage  or 
a  fair  wage?  Why  are  the  wages  of  some  classes  of 
workmen,  even  those  who  possess  some  skill,  so  low 
that  the  workers'  families  cannot  be  properly  fed 
and  housed?  What  steps  should  be  taken  in  order 
that  labor  may  get  a  better  wage?  In  the  long  run 
what  is  the  effect  of  strikes  and  lockouts,  of  trade 
luiions,  of  war,  of  high  living  upon  the  welfare  of 
the  laboring  classes?  Economists  must  find  answers 
to  questions  of  this  sort. 
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3.  Division  of  labor. — Since  men  and  women  are 
differently  endowed,  they  naturally  seek  the  kind  of 
employment  for  which  they  are  best  fitted,  or  which 
they  like  best,  or  which  seems  to  them  the  least  irk- 
some. As  a  result  and  because  of  the  development 
of  elaborate  exchange  and  transportation  facilities, 
modern  business  and  industrj^  are  most  highly  spe- 
cialized; every  great  industry  has  been  subdivided 
into  numerous  groups  and  these  again  into  minor 
subdivisions.  Exi^erience  has  taught  men  that 
greater  efficiency  results  if  a  workman  can  concen- 
trate upon  a  single  task  or  if  an  entire  factory  can  be 
devoted  to  the  manufacture  of  a  single  simple  prod- 
uct. The  parts  of  many  complicated  machines  are 
now  manufactured  in  different  shops  and  then  as- 
sembled to  create  the  finished  product. 

4.  Advantages  of  division  of  labor. — ^Division  of 
labor  is  one  of  the  most  conspicuous  facts  of  modern 
industry  and  business.  It  has  many  advantages.  It 
enables  a  workman  to  become  more  adept  and  so  im- 
proves the  product  and  shortens  the  time  of  produc- 
tion. It  lowers  the  cost  of  production,  for  it  in- 
creases the  output  per  man  and  so  brings  into  exist- 
ence a  larger  supply  of  economic  goods  than  would 
be  produced  if  workers  were  employed  at  different 
tasks  on  the  same  day.  The  main  reason  why  spe- 
ciahzation  of  industry  has  proceeded  so  rapidly  in 
modern  times  is  because  of  the  reduction  in  costs 
which  resulted. 

Division  of  labor  has  made  possible  a  fuller  develop- 
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ment  of  the  natural  resources  of  different  localities. 
From  a  social  point  of  view  this  localization  of  in- 
dustry is  exceedingly  important.  A  locality  is  looked 
upon  as  one  of  specialized  industry  when  in  the  course 
of  time  it  has  demonstrated  clearly  its  advantages  over 
other  districts-  New  England  has  long  been  the 
centre  of  the  textile  industry  of  the  United  States,  tho 
its  prestige  has  been  somewhat  affected  by  the  rise  of 
the  Southern  cotton  mills,  which  have  the  advantages 
of  nearness  to  raw  material,  fuel  and  cheap  labor. 
But  on  the  other  hand,  the  New  England  mills  pos- 
sess water-power  and  proximity  to  markets. 

Another  instance  of  localization  of  industry  is  the 
gathering  of  flour  mills  about  St.  Anthony  Falls  at 
Minneapolis.  The  original  reason  for  their  location 
at  that  point  was  the  accessibility  of  water-power  and 
the  nearness  to  a  hard-wheat  supply.  The  milling 
business  at  Minneapolis  has  reached  such  proportions 
that  the  waterfalls  are  no  longer  adequate  for  motive 
power,  and  of  the  original  advantages  of  location  the 
nearness  to  the  wheat  supply  alone  remains.  New 
advantages,  however,  have  appeared  in  the  form  of  a 
well-trained  labor  group,  together  with  the  neces- 
sary commercial  and  shipping  facilities  for  the 
handling  of  the  product. 

5.  Disadvantages  of  division  of  labor. — While  tlie 
division  of  labor  increases  the  workers'  efficiency  and 
tends  to  the  enlargement  of  a  nation's  wealth,  never- 
theless from  the  workers'  point  of  view  it  possesses 
some  disadvantages  and  may  be  carried  to  a  point  that 
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is  harmful  to  society  as  a  whole.  The  work  of  many 
becomes  monotonous  and  wearisome.  It  is  a  well- 
known  psychological  fact  that  the  incessant  employ- 
ment of  the  senses  and  muscles  in  the  same  way,  even 
tho  pleasurable  in  the  beginning,  finally  becomes  most 
distasteful  if  not  painful.  Two  carpenters  building 
a  house  will  do  all  kinds  of  tasks  during  the  day — 
sawing,  measuring,  fitting,  leveling.  They  will  get 
more  satisfaction  out  of  their  work  and  will  be  less 
weary  at  night  than  if  they  are  part  of  a  gang  of 
twenty  men  hired  to  build  a  house  quickly,  three  or 
four  working  constantly  with  the  saw,  a  few  measur- 
ing and  marking  the  lumber,  some  laying  the  founda- 
tion, others  digging  the  cellar,  one  group  putting  the 
parts  together  with  nail  and  hammer,  and  the  re- 
mainder shingling  the  roof. 

Furthermore  the  division  of  labor  naturally  tends 
to  the  narrowing  of  a  man.  The  all-round  cobbler 
who  can  make  as  well  as  repair  shoes  has  almost  dis- 
appeared. So  has  the  old-fashioned  Yankee  farmer 
who  could  make  shoes  for  himself  and  harness  and 
shoes  for  his  horse,  could  build  his  own  barn  or  house, 
or  make  a  wagon  and  a  sled.  In  the  country  dis- 
tricts we  still  find  men  who  know  something  about 
many  trades  and  who  can  make  themselves  very  use- 
ful in  different  occupations,  but  in  the  cities  and  towns 
workers  are  becoming  more  and  more  specialists  and 
more  and  more  ignorant  about  other  callings.  If  an 
inventor  makes  a  machine  that  can  do  their  work 
more  quickly  or  rapidly,  they  are  helpless.     When  the 
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typesetting  machine  came  into  use  thousands  of  print- 
ers in  the  United  States  lost  their  jobs  and  would  have 
suffered  much  greater  distress  than  they  did  had  not 
the  stereotyping  process  been  invented.  By  lowering 
the  costs  of  publication  it  led  to  a  great  increase  in 
the  number  of  country  dailies  and  weeklies,  causing  a 
migration  of  printers  from  the  great  cities  into  the 
rural  districts. 

The  undoubted  disadvantages  of  division  of  labor 
to  the  working  man  are  offset  in  part,  if  not  wholly, 
by  higher  wages  and  shorter  hours.  If  his  work  is 
as  a  whole  less  agreeable,  he  has  more  time  to  play, 
more  time  for  his  family,  more  time  for  self -improve- 
ment if  he  is  so  disposed. 

6.  Th€  enterpriser  or  entrepreneur. — The  fourth 
and  final  factor  in  the  production  of  wealth  is  the 
brain  power  or  business  ability  which  directs  the  labor 
in  its  utilization  of  land  and  capital,  and  assumes  all 
responsibility  for  the  payment  of  wages,  rent  and  in- 
terest. When  this  ability  is  embodied  in  a  single  in- 
dividual he  is  called  by  economists  the  entrepreneur 
or  enterpriser.  Entrepreneur  is  the  French  word 
for  undertaker,  but  in  English  this  term  is  commonly 
applied  to  a  single  occupation. 

The  manager  or  entrepreneur  is  the  most  impor- 
tant individual  in  the  business  world.  If  he  blunders, 
capital  is  wasted  and  the  demand  for  labor  is  weak- 
ened. In  so  far  as  the  entrepreneurs  or  business 
managers  of  a  country  are  wise,  farseeing,  energetic 
and  courageous,  its  industries  and  business  prosper. 
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abundant  opportunities  are  opened  up  for  labor,  and 
wages  tend  to  rise.  The  problems  of  management 
call  for  the  highest  kind  of  trained  ability  and  it 
augurs  well  for  the  future  business  and  industrial 
prosperity  of  the  United  States  that  larger  numbers 
of  college  men  are  choosing  business  careers,  and  that 
imiversities  in  their  schools  of  commerce  are  doing 
their  best  to  give  young  men  special  and  thoro  train- 
ing for  the  work  of  the  business  executive  or  man- 
ager. 

7.  Profit. — The  entrepreneur  is  the  only  factor  of 
production  whose  compensation  is  not  fixed  in  ad- 
vance. He  is  the  only  productive  agent  who  runs  the 
risk  of  receiving  no  compensation  whatever  for  his 
work.  He  takes  what  is  known  as  a  business  chance, 
and  if  he  is  not  an  efficient  manager  of  men,  a  shrewd 
buyer  of  materials  and  a  master  salesman,  the  chances 
are  that  his  enterprise  will  be  a  failure.  His  prob- 
lem is  to  sell  his  product  at  a  price  in  excess  of  its  cost. 
This  excess  over  cost  constitutes  the  entrepreneur's 
reward.     It  is  known  as  profit. 

Every  man  engaged  in  the  production  of  wealth 
is  an  entrepreneur  in  so  far  as  he  assumes  risks.  The 
farmer,  tho  not  known  as  a  business  man,  is  an 
entrepreneur,  for  he  hires  help,  is  exposed  to  the 
risks  of  the  variable  seasons  and  may  be  compelled 
to  sell  his  crops  at  prices  which  yield  him  no  net  re- 
turn. The  owner  of  a  small  grocery,  cigar  store, 
newsstand,  small  baker}-,  or  candy  shop,  is  in  a 
small  way  an  entrepreneur.     He  assumes  a  business 
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risk  and  does  not  know  what  his  compensation  will 
be. 

Since  the  entrepreneur  is  the  manager  of  a  busi- 
ness, his  compensation  is  sometimes  called  by  econo- 
mists the  wages  of  management,  but  profit  is  the  better 
word.  Some  economists  hold  that  the  owner  of  a 
business,  if  he  gives  all  his  time  to  it,  should  pay 
himself  a  salary  and  count  as  profit  only  what  then 
remains  of  the  surplus  earnings  of  his  business.  In 
the  case  of  an  individual  or  a  partnership  this  might 
be  called  net  profit  to  distinguish  it  from  the  gross 
profit.  A  man  should  credit  to  himself  a  salary  no 
larger  than  he  could  earn  if  he  worked  for  someone 
else. 

8.  Corporation  profits. — The  great  mass  of  busi- 
ness and  industry  at  the  present  time  is  conducted  by 
partnerships  and  corporations.  In  a  partnership  two 
or  more  persons  are  entrepreneurs  and  they  assume 
the  risk  jointly.  In  a  corporation  shareholders  are 
the  risk  takers  and  to  a  certain  extent  are  therefore 
entrepreneurs.  But  they  delegate  the  management 
of  the  corporation  to  a  board  of  directors,  who  are 
expected  to  shape  the  policy  of  the  corporation  and 
to  hire  competent  managers  or  executives. 

These  executives,  altho  they  do  not  always  risk 
their  own  capital  and  are  paid  salaries  fixed  in  ad- 
vance, are  in  a  position  very  much  like  that  of  the  in- 
dividual entrepreneur.  It  is  their  business  to  make 
the  corporation  earn  the  largest  possible  profit.  On 
their  so  doing  hangs  their  hope  of  larger  salaries. 
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If  they  fail  to  produce  a  profit,  they  lose  their  jobs. 

Any  employe  of  a  corporation  carries  on  his  shoul- 
ders the  responsibility  of  an  entrepreneur  in  so  far 
as  the  authority  delegated  to  him  by  the  board  of 
directors  enables  him  by  the  exercise  of  his  judgment 
to  increase  the  profits  of  the  corporation  or  to  prevent 
losses. 

9.  Cost  of  production. — In  the  preceding  para- 
graphs we  have  used  the  phrase  cost  of  production. 
Let  us  here  get  an  idea  of  exactly  what  it  means. 

The  cost  of  production  of  any  article  is  the  sum 
total  of  all  labor  and  capital  goods  used  up  in  its 
production.  Suppose  a  man  makes  a  box  in  an  hour, 
using  100  feet  of  pine  boards  and  a  pound  of  nails. 
The  cost  of  production  is  represented  by  one  hour's 
labor,  the  nails  and  the  boards.  But  the  nails  and 
the  boards  are  themselves  products  of  labor  and  of 
capital  goods.  Hence  could  we  go  far  enough  back 
in  the  history  of  production  we  might  find  that  the 
chief  and  almost  exclusive  source  of  the  cost  of  any 
article  was  the  labor  embodied  in  it. 

But  in  the  modern  world  we  are  not  dealing  with 
primitive  conditions.  In  modern  production  labor  is 
the  chief,  but  not  the  sole  element  of  cost.  No  matter 
how  simple  the  operation  there  is  always  some  capital 
employed,  the  use  of  which  must  be  remunerated. 

In  1909,  65.8  per  cent  of  the  expenses  of  manu- 
facturing reported  by  the  census  went  into  materials 
and  fuel,  and  23.7  per  cent  into  labor.  The  share 
assigned  to  labor  varied  greatly  in  different  indus- 
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tries.  While  it  was  51.5  per  cent  in  marble  and  stone 
work,  it  was  4.1  per  cent  in  flour  mills  and  grist  mills. 

The  fact,  however,  that  in  an  ultimate  analysis  a 
large  part  of  the  cost  of  all  articles  is  reducible  to 
past  and  present  labor  has  been  made  the  basis  of 
much  fallacious  reasoning  with  regard  to  the  nature  of 
value,  the  ownership  of  capital  goods,  and  the  rights 
of  present-day  workers. 

10.  Land  rent  not  a  cost  element. — The  reader  will 
note  that  the  rent  of  land  is  not  included  among  the 
elements  of  costs.  That  is  because  nature  makes 
no  charge  for  her  services.  She  rewards  man's  labor 
with  all  the  product.  The  owner  of  a  piece  of  land, 
if  he  does  not  wish  to  cultivate  it  himself,  may  do  one 
of  two  things.  First,  he  may  hire  a  man  to  cultivate 
it  for  him  and  pay  him  wages,  taking  himself  all  the 
risk  as  to  the  product;  second,  he  may  lease  the  land 
to  a  man,  either  on  shares  or  for  a  specified  sum 
as  rent.  Whichever  method  he  adopts  the  cost  of 
production  remains  the  same. 

The  rent  of  a  building,  however,  is  entirely  different 
from  the  rent  of  land.  A  building  is  a  capital  good 
created  by  man's  labor  and  sacrifice-saving  and  the 
supply  of  buildings  is  susceptible  of  indefinite  in- 
crease. Like  a  machine,  it  lasts  for  only  a  certain 
period  of  time,  so  that  an  entrepreneur  who  needs  a 
building  for  the  manufacture  of  his  article  must  figure 
among  his  costs  the  price  he  pays  for  the  use  of  that 
capital  good.  Some  economists  do  not  altogether 
agree  with  the  view  here  expressed  and  the  subject 
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will  be  more  fully  discussed  in  the  chapter  on  rent. 

11.  Expenses  of  production. — In  the  business 
world  men  always  think  of  the  cost  of  production  in 
terms  of  money.  In  figuring  their  costs  they  simply 
add  up  the  sums  of  money  paid  out  for  the  hire  of 
labor,  for  the  purchase  of  raw  materials,  for  insur- 
ance, for  rent,  etc.,  and  a  certain  percentage  of  the 
cost  of  their  plant  or  fixtures  to  cover  depreciation.^ 
In  this  way  the  business  man  gets  the  sum  total  of  his 
money  outlay  and  does  not  seek  to  know  more.  He 
is  anxious  of  course  to  have  his  workmen  and  his  ma- 
chines produce  as  many  goods  every  day  as  possible, 
and  for  that  reason  in  many  industries  manufacturers 
keep  a  careful  record  of  the  time  required  for  various 
productive  processes.  But  in  their  final  computa- 
tion of  costs  all  the  labor  and  capital  consumed  or  em- 
ployed are  reduced  to  terms  of  money. 

As  we  shall  see  later,  money  does  not  possess  sta- 
bility of  value.  It  fluctuates  in  value  just  as  does 
wheat  or  corn  or  any  other  commodity,  altho  for  rea- 
sons which  we  cannot  discuss  here  its  fluctuations  are 
less  rapid  and  violent.  But  its  value  does  fluctuate, 
that  is  to  say,  its  general  purchasing  power  varies. 
For  example,  on  account  of  the  great  increase  in  the 
world's  stock  of  gold  the  value  or  purchasing  power 
of  gold  declined  50  per  cent  in  the  two  decades  follow- 
ing 1897.  This  means  that  prices  in  countries  using 
the  gold  standard  were  100  per  cent  higher  in  1917 

1  The  method  of  ascertaining  costs  is  treated  in  detail  in  Volume  10 
of  the  Modem  Business  Texts. 
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than  in  1897,  so  that  one  dolkir  in  1917  had  no  greater 
purchasing  power  than  fifty  cents  had  twenty  years 
before.  The  reader  will  easily  see  that  the  money 
costs  of  producing  an  article  must  have  risen  during 
this  period  even  tho  its  production  called  for  the  em- 
ployment of  no  more  labor  and  no  more  capital,  that 
is  to  say,^ven  tho  its  real  cost  had  not  changed. 

Because  of  this  instability  in  the  value  of  mone^y, 
economists  as  a  rule  designate  money  costs  of  produc- 
tion as  the  expenses  of  production.  This  seems  to 
be  necessary  in  order  to  avoid  confusion  of  thought. 
The  business  man  year  by  year  is  interested  in  his 
money  costs  of  production,  for  upon  them  and  upon 
the  market  prices  depend  his  money  profits.  The 
economist  is  interested  in  the  same  matter,  but  he  is 
perhaps  more  deeply  concerned  about  real  costs  of 
production,  for  their  reduction  is  one  sign  of  economic 
progress  and  he  knows  that  the  real  costs  of  produc- 
tion may  be  declining  during  a  period  when  money 
costs  are  advancing.  For  example,  because  freight 
rates  have  been  advanced  in  recent  years  the  aver- 
age man  thinks  of  the  costs  of  transportation  as  be- 
ing higher.  Yet  the  real  cost  of  moving  a  ton  of 
freight  one  hundred  miles  is  probably  considerably 
less  today  than  it  was  twenty  years  ago,  for  labor 
has  not  lost  in  efficiency  while  the  capital  goods  em- 
ployed in  transportation,  such  as  locomotives,  rail- 
road tracks,  coupling  and  signaling  devices,  ter- 
minal and  unloading  facilities,  have  been  considerably 
improved.     When  an  economist  says  that  the  cost 
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of  transportation  has  declined  he  means  that  it  in- 
volves the  employment  of  less  labor  and  the  use  and 
destruction  of  less  capital.  This  is  sometimes  spoken 
of  as  the  real  cost  opposed  to  the  money  cost. 

12.  Competition. — In  civilized  countries  today 
])oth  the  production  and  consmnption  of  wealth  pro- 
ceeds in  the  main  under  conditions  of  competition, 
each  individual  being  permitted  imder  the  law  to 
produce  and  consume  as  he  will.  The  great  econ- 
omist, Adam  Smith,  was  the  first  to  point  out  the 
advantages  of  competition  as  compared  with  govern- 
mental control  and  regulation  of  industry.  The  es- 
sence of  his  argument  in  behalf  of  free  trade  as  op- 
posed to  protection  lies  in  the  advantages  of  inter- 
national competition.  All  trades  and  callings  should 
be  freely  open  to  all  the  people  of  a  nation  in  order 
that  each  may  choose  the  one  for  which  he  is  best  fitted. 
Then  the  wealth  of  the  nation  will  increase  at  the 
highest  possible  rate,  for  the  men  best  fitted  for  lead- 
ership wiU  get  to  the  top  and  direct  the  great  ma- 
chinery of  production.  Governments  should  not  in- 
terfere as  they  do  when  they  enact  protective  tariffs, 
for  then  they  compel  a  nation  to  devote  part  of  its 
capital  and  labor  to  the  production  of  things  whicli 
it  might  get  more  cheaply  from  abroad. 

Competition  is  nature's  method.  Blades  of  grass 
in  a  field  are  competitors  of  one  another  for  food. 
In  the  dead  saplings  of  a  forest  you  see  a  relic  of  the 
fierce  struggle  in  which  the  trees  have  engaged  to 
maintain  life  and  growth.     All  wild  animals  compete 
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fiercely  with  one  another  for  tlie  available  food  sup- 
ply. The  well-known  result  of  all  this  competition 
in  vegetable  and  animal  life  is  a  survival  of  the  fittest 
and  the  ultimate  destruction  of  the  unfit.  Competi- 
tion among  men  has  the  same  result  and  to  man}', 
therefore,  seems  cruel,  ruthless  and  irrational.  Can 
we  retain  ihe  advantages  of  competition  and  gradually 
eliminate  the  evils?  Shall  society  abandon  the  com- 
petitive regime  and  adopt  some  other  method  of  con- 
sumption and  production,  or  would  it  be  wiser  by 
means  of  education,  training,  to  lessen  the  number 
of  the  unfit  and  seek  thru  legislation  to  give  them 
greater  security  of  occupation  and  income?  These 
are  questions  on  reform  for  the  solution  of  which  an 
understanding  of  economics  is  absolutely  essential. 

13.  Monopoly. — Unrestricted  competition  logically 
tends  toward  monopoly.  The  fact  that  in  any  in- 
dustry the  strongest  survive  leads  to  the  inevitable 
conclusion  that  the  industry  will  finally  be  controlled 
by  the  one  strongest  man  or  strongest  group  of  men. 
Such  has  been  the  actual  course  of  events  in  nearly 
all  countries  during  the  last  one  hundred  years.  Es- 
pecially since  1880  in  all  civilized  countries  there  has 
been  a  fuller  realization  of  the  advantages  of  large- 
scale  production  and  of  large  combinations  of  capital, 
and  as  a  result  there  has  been  a  lessening  of  competi- 
tive opportunity  in  many  industries.  The  fear  of 
monopoly  and  a  desire  to  keep  competition  open,  free 
and  fair  have  led  to  the  enactment  of  many  laws  in 
different  countries,  all  having  for  their  aim  the  pro- 
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tection  of  the  weak  from  exploitation  by  the  strong. 
The  trust  problem  of  the  United  States  is  to  be  found 
in  one  form  or  another  in  every  civilized  country. 
What  people  really  fear  and  seek  to  destroy  is 
monopoly  which  is  the  opposite  of  competition.  A 
monopoly  has  the  power  to  regulate  the  supply  of  the 
article  it  produces  and  is  therefore  in  some  measure 
able  to  regulate  the  price  which  it  may  exact  from 
the  consumer.  Under  the  common  law  of  Anglo- 
Saxon  peoples  any  attempt  to  create  a  monopoly  or 
to  lessen  the  possibility  of  competition  in  an  indus- 
try is  illegal.  In  the  United  States  and  Canada  spe- 
cial legislation  has  been  enacted  for  the  suppression 
of  monopoly.  This  is  an  important  subject  and  is 
fully  treated  in  Volume  24  of  the  Modern  Business 
Texts. 

A  monopoly  exists  whenever  a  single  man  or  a 
group  of  men  acting  in  concert  are  able  to  regulate  the 
production  of  an  article  to  such  a  degree  that  they 
are  in  some  measure  able  to  control  the  price.  If  a 
monopoly's  control  of  production  is  due  to  its  owner- 
ship of  certain  natural  resources,  it  is  called  a  natural 
monopoly;  if  due  to  its  possession  of  certain  legal 
privileges  or  to  a  patent  it  is  known  as  a  legal  monop- 
oly. A  street  railway  with  an  exclusive  franchise 
for  operation  of  certain  streets  may  be  regarded  as 
both  a  natural  and  legal  monopoly.  So  may  a  tele- 
phone company  if  its  charter  or  franchise  excludes 
competition.  If  a  corporation  obtains  virtual  monop- 
oly thru  its  command  of  large  capital  it  is  often  spoken 
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of  as  a  capitalistic  monopoly,  altho  commonl}^  called 
a  trust. 

Only  occasionally  does  a  monopoly  have  absolute 
control.  More  often  it  has  only  a  partial  control,  be- 
cause in  most  instances  there  can  be  some  substitute 
for  the  article  which  a  monopoly  owns.  This  ques- 
tion of  control  depends,  however,  upon  the  supply, 
whether  it  is  increased  with  difficulty  or  with  ease. 
The  area  of  a  monopoly  may  be  local,  national  or  in- 
ternational. 

14.  Forms  of  organization. — Every  enterprise  has 
four  phases,  namely,  production,  accounting,  selling 
and  financing.  In  small  businesses  all  four  of  these 
phases  are  frequently  looked  after  by  a  single  man, 
but  the  use  of  steam  and  electricity,  making  possible 
great  improvements  in  the  means  of  transportation 
and  communication,  brought  about  the  development 
of  industries  requiring  capital  and  resources  beyond 
the  means  of  a  single  individual.  As  a  result  men  have 
combined  their  resources  and  abilities  in  various  ways ; 
first,  in  a  partnership,  then  in  a  joint  stock  company, 
later  in  a  corporation  and  finally  in  the  great  indus- 
trial combination  known  in  the  United  States  as  the 
trust.  The  great  advantage  of  the  corporation  un- 
der the  laws  of  the  United  States  is  the  limited  liability 
of  the  stockholders.  In  America  the  principle  of 
Hmited  liability  was  developed  early,  for  capital 
needed  encouragement.  As  far  back  as  1835  char- 
ters were  granted  to  corporations  in  the  United  States 
in  which  the  liability  of  a  shareholder  was  expressly 
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limited.  In  England  the  principle  was  not  taken 
up  as  quickly.  Even  the  EngHsh  railway  charters 
prior  to  1879  contain  no  mention  of  limited  liability. 
On  the  continent  of  Europe,  the  hability  of  a  share- 
holder of  a  corporation  is  usually  limited.  These 
various  forms  of  organization  constitute  the  subject 
matter  of  Volumes  3  and  11  of  the  Modern  Business 
Texts. 

REVIEW 

What  is  division  of  labor?  Give  its  advantages  and  its  dis- 
advantages. 

What  is  an  entrepreneur  and  why  is  he  so  important  in  the 
business  world?     How  is  his  compensation  determined? 

How  do  the  stockholders  of  a  corporation  differ  essentially 
from  partners  in  a  company?  How  does  a  manager  employed 
by  a  board  of  directors  resemble  an  entrepreneur? 

\\Tiat  is  meant  by  the  cost  of  production?  ^Vhy  is  land  rent 
not  included  in  this  cost? 

In  considering  the  costs  of  production  how  does  the  business 
man  differ  from  the  economist?  In  what  costs  is  each  one 
interested  ?     I  llustrate. 

WTiat  are  the  advantages  of  competition  as  set  forth  by  Adam 
Smith  ? 

What  determines  a  monopoly?     What  is  a  natural  monopoly? 


IIh; 


CHAPTER  V 

THREE  FUNDAMENTAL  LAWS 

1.  Human  wants. — Two  characteristics  of  human 
wants  possess  great  importance  in  their  bearing  upon 
the  production  and  consumption  of  wealth. 

First,  there  seems  to  be  no  limit  to  the  number  of 
wants  of  which  a  human  being  is  capable.  This  is 
one  reason  why  most  people  find  saving  so  difficult; 
any  growth  of  income  is  speedhy  outdistanced  by 
the  growth  of  wants.  This  characteristic  also  ex- 
plains why  a  general  overproduction  of  wealth  is  im- 
possible ;  there  may  be  too  much  of  one  thing  but  not 
too  much  of  all  things.  It  also  accounts  for  the  al- 
most infinite  variety  of  goods  found  in  the  markets 
of  any  modern  city. 

Second,  the  continued  gratification  of  any  single 
want  finally  leads  to  satiety  and  may  become  even 
tedious  and  irksome.  It  is  a  well-known  fact  of 
everyday  life  that  any  pleasure  loses  its  zest  if  in- 
dulged in  too  long. 

2.  Law  of  diminishing  utility. — The  fact  that  we 
get  less  and  less  satisfaction  out  of  the  continued 
gratification  of  any  single  want  is  so  important  that 
it  is  laid  down  as  a  fundamental  proposition  and  is 
known  as  the  law  of  diminishing  utility.  It  may  be 
stated  as  follows :     The  intensity  of  any  utility,  or  of 
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a  man's  desire  for  any  good,  tends  to  decline  as  he 
consumes  successive  units  of  it. 

This  law  doubtless  has  both  a  physiological  and  a 
psychological  basis.  Sports  weary  certain  muscles 
and  finally  cease  to  give  pleasure.  The  hungry  man 
gets  great  satisfaction  out  of  the  first  few  minutes  of 
his  dinner,  but  his  enjoyment  of  the  meal  soon 
begins  to  dechne.  A  man  who  is  already  the 
owner  of  a  silk  hat,  is  not  profusely  grateful  if  a 
friend  sends  him  a  second  silk  hat  as  a  Christmas 
gift,  and  if  he  gets  a  third  on  his  next  birthday  he  will 
probably  look  at  it  gloomily  and  wonder  if  he  has 
some  friend  or  relative  whose  head  it  will  fit,  for  to 
him  it  is  only  a  nuisance. 

This  principle  of  diminishing  utility  applies  with 
varying  force  in  the  case  of  difl:'erent  articles  and  dif- 
ferent men.  In  the  case  of  the  silk  hat,  the  utility 
declines  very  rapidly  as  the  supply  is  increased.  In 
the  case  of  shirts  the  decline  vrill  be  much  less  rapid. 
To  the  man  who  has  only  one  shirt  it  will  possess  very 
great  utility;  he  will  prize  it  much  more  than  he 
would  any  one  shirt  if  he  had  twelve  in  his  bureau 
drawer.  It  may  be  said  that  up  to  a  certain  point 
there  is  possible  an  increase  in  the  supply  of  any 
commodity  in  bur  possession  without  any  appreciable 
decline  in  its  utility.  We  want  a  certain  number  of 
suits  of  clothes  and  a  house  with  a  certain  number  of 
rooms.  Additional  clothing  and  additional  space  in 
our  house  would  be  only  a  burden,  something  to  be 
cared  for  but  not  wanted. 
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Bread,  potatoes  and  beans  are  nourishing.  Pota- 
toes and  beans  in  ordinary  times  are  cheap.  If  the 
human  race  would  be  satisfied  with  such  food,  the 
population  of  the  earth  might  be  doubled  and  yet  all 
be  well  fed ;  but  we  demand  variety  in  food  and  would 
protest  vigorously  if  the  same  rations  were  placed 
before  us  day  after  day. 

3.  The  law  of  demand  and  supply. — Every  busi- 
ness man  knows  that  the  value  or  price  of  any  article 
depends  upon  the  demand  for  and  supply  of  it.  The 
law  of  demand  and  supply  may  be  briefly  stated  as 
follows:  The  price  or  value  of  any  article  tends 
to  vaiy  directly  with  the  demand  and  inversely  Avith 
the  supply;  increasing  or  declining  as  the  demand 
increases  or  declines,  but  tending  to  rise  as  the  sup- 
ply declines  and  to  fall  as  the  supply  increases. 

The  reader  must  not  think  of  this  law  as  a  com- 
plete explanation  of  value.  It  is  not  in  any  sense 
a  theory  of  value.  It  merely  states  in  general  terms 
a  truth  well  known  to  all  men  familiar  with  the  op- 
erations of  trade  and  industry. 

If  we  analyze  this  law  we  run  up  against  some  diffi- 
cult questions.  What  is  meant  by  demand?  Why 
does  the  value  rise  when  the  demand  increases?  Why 
does  the  value  tend  to  fall  when  the  supply  increases? 
We  find  also  that  there  is  a  curious  interaction  be- 
tween value  on  the  one  hand  and  demand  and  supply 
on  the  other.  If  the  price  of  an  article  is  lowered,  we 
discover  that  the  demand  for  it  tends  to  increase  and 
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that  at  the  same  time  the  supply  tends  to  decrease,   i 
We  will  not  undertake  to  discuss  all  these  problems 
in  this  chapter,  but  will  be  satisfied  with  an  examina- 
tion of  the  terms  demand  and  supply. 

4.  Analyms  of  demand. — The  desire  for  a  com- 
modity is  not  in  itself  an  economic  demand  for  it. 
No  matter  how  much  a  man  may  want  an  automobile, 
his  desire  can  have  no  effect  upon  the  prices  or  value 
of  automobiles  imless  he  has  the  necessarj-  means  of 
payment.  Desire  must  be  accompanied  by  the  neces- 
sary purchasing  power  before  it  can  become  economic 
or  effective  demand,  or  have  any  influence  in  the 
market. 

The  second  point  to  notice  in  connection  with  de-  ' 
mand  is  that  it  varies  with  the  price.  For  example, 
if  the  price  of  automobiles  and  the  cost  of  operation 
could  be  cut  one-half,  there  would  undoubtedly  be  a 
great  increase  in  the  demand  for  automobiles  and 
many  more  cars  would  be  made  and  sold.  On  the 
other  hand,  if  any  conditions  cause  the  prices  of  au- 
tomobiles and  gasolene  to  be  advanced,  the  tendency 
will  be  toward  a  weaker  demand  and  smaller  sales. 
Hence  when  we  speak  of  the  demand  for  any  article, 
manifestly  we  must  always  have  in  mind  a  certain 
price,  for  the  demand  varies  with  the  price. 

There  is  only  one  way  of  measuring  the  demand  for  ' 
an  article  at  any  given  price,  and  that  is  by  the  quan- 
tity' of  it  which  is  sold  at  that  price.     That  shows 
how  many  people  are  willing  to  buy  at  such  a  price. 
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Hence  it  is  possible  for  us  to  define  demand  as  be- 
ing the  amount  of  goods  which  people  are  willing 
to  take  at  a  given  price. 

5.  Analysis  of  supply. — The  word  supply  as  com- 
monly used  includes  the  entire  stock  of  goods  within 
reach  of  the  market,  but  economists  use  it  in  a  stricter 
sense,  meaning  by  it  only  that  portion  of  the  entire 
stock  which  is  actually  offered  for  sale  at  a  given 
price.  The  entire  stock  of  wheat,  for  example,  in 
a  country  might  be  500,000  bushels  and  the  price  $2. 
jif  only  100,000  bushels  were  offered  for  sale,  that 
would  be  the  economic  or  effective  supply  at  that 
price,  and  if  100,000  bushels  were  sold  at  that  price, 
that  would  constitute  also  the  economic  demand. 

Thus  in  our  analysis  of  demand  and  supply,  we 
find  that  at  any  particular  time  and  price  they  are 
measured  by  the  same  quantity  of  goods. 

This  conclusion  is  not  remarkable,  for  a  man's  pur- 
chasing power  depends  upon  the  goods  he  possesses, 
plus  his  credit  or  bori'owing  power  which  in  turn  de- 
pends on  his  power  to  produce  in  the  future.  How  he 
shall  use  it  is  determined  by  his  wants.  A  farmer  go- 
ing to  market  with  10  bushels  of  potatoes,  intending  to 
sell  them  and  purchase  groceries  with  the  proceeds,  is 
increasing  the  supply  of  potatoes  in  the  market  and 
the  demand  for  certain  groceries.  To  the  buyers  of 
potatoes  his  load  constitutes  an  addition  to  the  sup- 
ply, but  to  the  grocer  it  represents  a  demand  for  cer- 
tain groceries.  Money  is  merely  the  medium  by 
which  the  exchanges  are  effected;  the  economic  de- 
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mand  for  goods  is  the  goods  that  are  in  the  buyer's 
possession.  In  modern  business  the  buyer  always 
goes  to  market  equipped  with  money  or  credit,  and 
this  he  has  obtained  either  by  the  production  of  goods 
or  by  the  performance  of  valuable  services. 

6.  Potential  demand  and  supply. — That  part  of 
the  stock  of  an  article  which  is  not  offered  for  sale 
at  a  given  price  is  sometimes  called  the  potential  sup- 
ply. When  would-be  buyers  of  an  article  are  not 
quite  satisfied  with  the  present  price  and  hold  back 
for  a  lower  price,  this  is  referred  to  as  the  potential  de- 
mand. Dealers  in  any  article  when  determining 
what  price  they  may  hope  for  naturally  take  into 
account,  so  far  as  possible,  the  intensity  of  the  po- 
tential demand  and  the  amount  of  the  potential  sup- 
ply- 

The  great  enlargement  of  cold  storage  and  ware- 
housing facilities  in  recent  years  has  made  the  po- 
tential supply  of  many  commodities  exceedingly  im- 
portant. The  thrifty  farmer  is  no  longer  compelled 
to  market  all  his  eggs  in  the  spring  and  summer,  nor 
all  his  potatoes  and  grain  crops  in  the  fall.  In  nor- 
mal times  this  withholding  of  foodstuffs  from  the 
market,  so  that  they  are  not  part  of  the  effective 
supply,  tends,  first  toward  the  steadying  of  prices 
and,  second  toward  the  lowering  of  prices,  for  the 
farmer,  his  profits  being  larger  and  more  secure,  is 
stimulated  to  an  increase  of  production. 

In  this  book  we  shall  use  the  words  demand  and 
supply  in  the  sense  given  them  ordinarily  by  busi- 
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ness  men,  meaning  by  supply  the  goods  in  the  market 
seeking  a  purchaser,  and  by  demand  the  quantity  of 
goods  which  people  will  buy  at  or  near  any  given 
price. 

7.  The  value  equation. — Any  business  man  knows 
that  the  price  or  value  of  an  article  tends  to  rise  when- 
ever the  demand  for  it  at  the  existing  price  is  in 
excess  of  the  supply  offered  for  sale  at  that  price; 
and  conversely  that  the  price  of  an  article  is  likely 
to  decline  whenever  the  supply  offered  at  the  exist- 
ing price  is  greater  than  the  demand.  It  is  condi- 
tions of  this  sort  which  account  for  the  zigzagging 
of  prices  in  the  speculative  markets.  In  the  world's 
great  exchanges,  where  the  prices  of  certain  basic  com- 
modities are  fixed,  the  traders  give  consideration  to 
all  possible  circumstances  that  may  affect  the  pres- 
ent or  future  demand  or  supply  of  the  article  in  which 
they  are  trading.  A  drought  in  Argentina  may  fore- 
shadow a  lessened  supply  of  wheat  and  cause  traders 
to  bid  a  higher  price  for  it,  or  storms  in  Kansas  and 
Nebraska  may  threaten  the  corn  crop  and  bring  on 
a  rise  in  the  price  both  of  corn  and  of  pork. 

At  any  given  time  there  are  in  any  market  a  num- 
ber of  men  more  or  less  anxious  to  buy  a  certain  com- 
modity and  others  who  wish  to  sell.  If  the  sellers  are 
asking  too  high  a  price,  certain  buyers  hold  off  and 
all  the  stock  cannot  be  sold.  On  the  other  hand,  if 
they  should  offer  their  goods  at  too  low  a  price,  the 
demand  would   exceed   the   supply,   certain   buyers 
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would  get  all  they  wanted  and  others  would  be  dis- 
appointed. 

Assuming  that  the  buyers  and  sellers  are  all  keenly 
competing  with  one  another,  each  anxious  to  get  all 
possible  advantage  out  of  the  market,  it  is  evident 
that  the  sellers,  even  tho  they  enter  into  no  agree- 
ment with  one  another,  will  endeavor  to  put  the 
price  at  the  highest  possible  figure  at  which  all  their 
supply  can  be  sold.  So  we  may  say  in  general  that 
value  or  price  is  such  a  ratio  of  exchange  as  tends 
to  establish  an  equation  between  demand  and  sup- 
ply. The  reader  will  not  understand  this  definition 
unless  he  gives  careful  consideration  to  the  fact  that 
changes  in  the  price  or  value  of  a  commodity'  tend  to 
cause  changes  in  the  demand  and  supply.  In  the 
chapter  on  Value  we  shall  discuss  this  subject  from 
other  points  of  view\ 

8.  Agricultural  laic  of  diminishing  returns. — One 
of  the  most  important  laws  in  economics  was  borrowed 
from  the  science  of  agriculture  and  is  known  as  the 
law  of  diminishing  returns.  Most  economists  have 
treated  it  mainly  with  reference  to  its  bearing  upon 
the  profits  of  agi'iculture,  but  it  applies  also  to  other 
industries. 

The  law  as  it  applies  to  land  may  be  stated  as  fol- 
lows: In  the  cultivation  of  a  piece  of  land,  after  a 
certain  point  is  reached  the  application  of  additional 
labor  and  capital  fails  to  cause  a  proportionate  in- 
crease in  the  yield. 
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This  law  states  a  truth  that  the  experience  of  every 
farmer  confirms.  On  a  given  field  a  farmer  knows 
how  many  loads  of  fertilizer  and  how  many  men  can 
be  employed  to  the  greatest  advantage.  He  knows 
that  if  he  puts  on  additional  loads  of  fertilizer  or  em- 
ploys an  additional  man  in  the  cultivation  of  the 
field,  altho  the  total  yield  may  be  increased,  the  re- 
turn per  unit  of  capital  and  labor  will  be  less.  Sup- 
pose that  the  land  when  cultivated  by  two  men  and 
enriched  by  ten  loads  of  fertilizer  yields  1,000  bushels 
of  wheat.  The  next  season  let  him  increase  the  use 
of  capital  and  labor  by  50  per  cent,  that  is,  apply 
15  loads  of  fertilizer  and  keep  three  men  at  work  in 
the  field.  If  he  obtains  less  than  1500  bushels  of 
wheat  it  is  manifest  that  the  point  of  diminishing  re- 
turns has  been  reached  and  that  his  wheat  costs  him 
more  per  bushel  the  second  year  than  in  the  first. 

This  law  is  important  because  of  its  bearing  upon 
the  cost  of  production.  As  population  increases 
farmers  must  do  one  of  two  things :  ( 1 )  They  must 
bring  poorer  or  more  distant  lands  into  cultivation; 
(2)  the  land  alread}^  tilled  must  be  cultivated  more 
intensively,  by  which  is  meant  that  more  labor  and 
capital  must  be  applied.  The  result  in  either  case 
is  the  same,  namely,  higher  costs  of  production  and 
hence  higher  prices  of  foodstuffs  in  the  markets. 

The  law  is  manifestly  applicable  not  onh'-  to  agri- 
culture, but  to  all  extractive  industries,  such  as  min- 
ing and  lumbering.  As  the  demand  for  ores  and  lum- 
ber increases,  mines  must  be  worked  to  greater  depths 
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and  lumber  must  be  brought  from  forests  more  re- 
mote, all  of  which  means  higher  costs  of  production 
and  a  tendency  toward  higher  prices. 

9.  General  law  of  diminishing  returns. — The  law 
is  applicable  to  all  forms  of  industry-  and  may  be 
stated  as  follows :  In  the  development  of  any  indus- 
try there  is  a  point  at  which  the  returns  upon  capital 
and  labor  invested  are  at  a  maximum ;  after  this  point 
is  reached,  the  application  of  further  labor  and  capital 
does  not  cause  a  proportionate  increase  in  the  value 
of  the  return. 

Note  the  difference  between  the  agricultural  law 
and  this  more  general  law.  In  agriculture  there  is 
a  decline  of  product  per  unit  of  capital  and  labor;  in 
industry  in  general  there  is  a  decline,  not  necessar- 
ily of  product,  but  in  the  value  of  the  product.  This 
difference  is  due  to  the  fact  that  the  supply  of  land 
is  limited,  whereas  in  industry  the  number  of  facto- 
ries may  be  indefinitely  increased. 

If  we  consider  the  producing  power  of  a  single  fac- 
tory, the  law  applies  to  it  exactly  as  to  a  piece  of  land. 
In  a  given  building  only  a  certain  number  of  machines 
and  men  can  be  employed  to  the  greatest  advantage. 
If  more  are  introduced,  the  output  per  man  and  ma- 
chine dechnes,  altho  the  total  product  may  be  in- 
creased. Hence  it  follows  that  in  industry  in  general, 
after  a  certain  point  of  development  has  been  reached, 
more  men  and  capital  cannot  be  employed  without  a 
certain  decline  in  the  output  per  capital  and  per  man 
unless   additional   space   for   their   emplojTiient   has 
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been  provided.  Since  additional  space  for  manufac- 
turing industries  can  easily  be  found,  an  increasing 
demand  for  manufactured  articles  does  not  always 
lead  to  higher  costs  of  production  and  higher  prices. 
On  the  contrary,  it  often  lowers  costs  because  of  the 
economies  made  possible  by  large-scale  production. 

But  in  ^ny  industry,  if  the  demand  for  its  product 
remain  unchanged,  then  after  a  certain  period  in  its 
development  has  been  reached  the  employment  of  ad- 
ditional men  and  machines  will  not  yield  a  propor- 
tionate increase  in  the  value  of  the  product,  for  the 
supply  of  the  product  on  the  market  would  be  in- 
creased and  the  value  would  tend  downward  as  a  re- 
sult. At  any  given  time  in  any  country  only  a  defi- 
nite number  of  men  and  a  definite  amount  of  capital 
can  be  employed  to  the  greatest  advantage  in  any  in- 
dustry. 

Take  shoes,  for  instance.  The  manufacturer  must 
take  into  account  the  cost  of  leather  and  other  ma- 
terials, the  wages  of  labor,  the  cost  of  machinery  and 
its  depreciation,  and  finally  the  market  demand  at 
prices  which  will  yield  him  profit.  These  are  things 
which  he  cannot  control,  yet  upon  them  depend  his 
costs  of  production  and  the  price  of  his  product.  He 
has  control  solely  of  the  amount  of  his  own  output; 
he  knows  the  amount  that  he  can  produce  with  his 
present  plant  and  he  has  pretty  carefully  estimated 
the  probable  output  of  his  competitors,  and  he  may 
decide  that  any  increase  of  output  by  him  or  by  any 
otlier  manufacturer  would  tend  to  demoralize  the 
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market  and  compel  sales  at  lower  prices,  even  tho  the 
cost  of  making  a  pair  of  shoes  had  not  declined. 

In  all  industries,  therefore,  there  is  constant  effort 
on  the  part  of  managers  to  keep  their  output  at  the 
point  which  shall  yield  them  maximum  profit.  In  an 
industry  where  there  is  absolute  freedom  of  competi- 
tion this  is  one  of  the  manager's  hardest  problems. 

10.  Counteracting  forces. — ^^Hierever  the  law  of 
diminishing  returns  applies,  each  increase  in  product 
is  obtained  at  an  increased  cost.  'WHiile  this  is  true 
for  a  given  time  and  a  given  procedure  in  industry,  it 
does  not  follow  that  only  tluni  increased  cost  per  unit 
can  there  be  an  increase  of  product.  Increase  in  the 
efficiency  of  capital  and  labor  may  effect  a  corre- 
sponding increase  in  production.  The  progress  of 
civilization,  as  shown  in  inventions,  better  methods 
of  transportation,  the  lessening  of  taxation,  improve- 
ments in  education,  tends  to  lessen  the  cost  of  produc- 
tion, and  it  is  therefore  bound  to  bring  about  greater 
returns  from  the  application  to  nature  of  capital  and 
labor.  As  John  Stuart  Mill  says:  "There  is 
scarcely  any  possible  amelioration  of  hmnan  affairs 
which  would  not,  among  its  other  benefits,  have  a 
favorable  operation,  direct  and  indirect,  upon  the 
productiveness  of  industry." 

It  was  the  improvement  in  agricultural  machinery 
and  the  extension  and  cheapening  of  transportation 
facilities  that  brought  the  western  lands  of  the  L^nited 
States  and  Canada  into  the  wheat-producing  area  and 
made  them  profitable  because  of  a  lessened  produc- 
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ing  cost.  The  rise  in  the  price  of  an  ore  will  bring 
a  mine  into  the  market  with  its  product,  while  a 
lowering  of  the  price  will  exclude  it.  This  is  fre- 
quently illustrated  in  the  case  of  bituminous  coal. 

Improvements  in  production  have  the  same  effect. 
The  immense  depths  of  the  copper  mines  in  northern 
Michigan  are  accounted  for  by  the  rise  in  the  price 
of  copper,  and  the  marked  improvements  in  pumps, 
engines  and  drills  as  well  as  in  mining  technic.  Yet 
without  question  the  increase  in  the  temperature  at 
the  lower  depths  of  the  mines,  the  large  amount  of 
water  to  be  pumped  out,  and  the  gradual  lessening* 
of  the  supply  will  in  time^bring  about  an  increased 
cost  of  producing  the  supply.  Unless  there  is  a 
corresponding  rise  in  the  price  of  copper  such  mines 
will  be  forced  into  the  margin  of  production,  where 
their  owners  will  be  confronted  by  the  question 
whether  to  continue  at  a  loss  in  the  hope  of  better 
prices,  or  to  abandon  operations.  Furthermore,  the 
history  of  mining  records  many  instances  where  a 
rise  in  the  price  of  the  product  has  led  to  the  re- 
working of  properties  once  abandoned. 

The  law  of  diminishing  returns,  while  it  is  true  and 
does  apply  in  an  industry  at  a  given  time,  is  not  to  be 
extended  in  its  application  from  one  season  to  an- 
other, or  from  one  period  to  another,  without  taking 
into  consideration  the  introduction  of  machinery  or 
new  methods  of  production  which  may  change  the 
ratio  of  return. 
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REVIEW 

What  is  the  law  of  diminishing  utility?  Give  an  illustration 
of  it. 

What  are  the  essential  things  to  be  noted  in  demand?  How  is 
it  measured? 

Show  by  an  illustration  how  the  economist  uses  supply  in  a 
different  sense  from  that  ordinarily  given  to  it.  How  are  demand 
and  supply  measured  ? 

Define  potential  demand  and  supply. 

What  is  the  agricultural  law  of  diminishing  returns?  How 
does  the  general  law  of  diminishing  returns  differ  from  it? 

Does  increase  of  product  always  imply  an  increased  unit  cost 
of  production?     Illustrate. 
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CHAPTER  VI 

CONSUMPTION  OF  WEALTH 

1.  The  objects  of  consiLmption. — Consumption  is 
the  end  of  all  human  effort.  It  is  the  goal  toward 
which  are  directed  the  energies  of  all  producers. 
When  anything  is  produced  for  which  there  is  no 
demand  at  a  price  above  the  cost,  the  producer  has 
made  a  mistake  and  suffers  loss. 

The  first  and  primarj^object  of  consumption  is 
the  satisfaction  we  get  out  oFthe  maintenance  of  life 
and  health.  In  ordinary  times  many  of  us  give  little 
thought  to  the  importance  of  food,  clothing  and  shel- 
ter; but  if  an  emergency  arises  which  threatens  their 
loss,  we  suddenly  realize  their  importance  and  put 
forth  every  possible  effort  to  avert  the  deprivation. 
Lacking  the  proper  food  and  environment,  we  can- 
not possess  the  energy  necessary  for  either  mental  or 
physical  effort  and  are  unable  to  provide  for  our  fu- 
ture wants. 

The  second  object  of  consumption  is  enjoyment  or 
pleasure.  The  larger  our  incomes,  the  greater  the 
amount  we  are  able  to  devote  to  consumption  of  this 
sort.  The  poor  man  indulges  in  very  little  of  it.  He 
must  be  satisfied  with  the  simplest  forms  of  pleasure, 
for  the  bulk  of  his  income  is  needed  to  support  his 

family  and  maintain  the  energy  necessary  for  his  work. 

so 
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2.  Necessaries  of  life. — Articles  which  are  con- 
sumed, not  in  order  that  the  taste  or  the  senses  may  be 
pleased,  but  in  order  that  hfe  and  energy  may  be 
maintained,  are  called  the  necessaries  of  life.  The 
most  important  necessaries,  of  course,  are  shelter, 
food  and  clothing.  These  satisfy  so-called  primary 
wants. 

From  the  economic  point  of  view  an}i:hing  is  a 
necessary  of  life  to  an  individual  if  the  lack  of  it  in 
any  way  impairs  his  efficiency  or  productive  power. 
Tobacco  is  often  called  a  luxury,  yet  to  men  w^ho  have 
formed  the  tobacco  habit  it  seems  a  real  necessity. 
Indeed  the  governments  of  many  countries  recognize 
it  as  such  and  make  it  part  of  the  soldiers'  and  sailors' 
daily  rations.  By  most  Anglo-Saxons  wine  is  re- 
garded as  a  luxmy,  but  the  French  people  think 
of  it  as  among  the  necessaries.  To  the  Germans 
beer  seems  as  much  a  necessary  of  life  as  bread  or 
meat. 

It  is  evident  that  we  cannot  draw  a  clear  line  be- 
tween necessaries  and  luxuries.  We  can  say  in  gen- 
eral that  clothing  is  necessary,  but  there  are  many 
different  kinds  of  clothing.  If  a  man  wears  anything 
but  the  simplest  and  plainest  kind  of  clothing,  think- 
ing of  personal  adornment  as  well  as  of  the  w^armth 
of  his  body  and  the  preservation  of  his  health,  he  is 
indulging  in  something  not  strictly  necessary.  Ex- 
pensive food,  such  as  terrapin  and  lobster,  while  they 
undoubtedly  contain  nutriment,  cannot  be  classed  un- 
der the  head  of  necessaries  of  life.     But  the  economist 
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does  not  attempt  to  make  any  such  fine  distinctions. 
He  is  satisfied  with  the  general  statement  that  any 
article  is  necessary  to  an  individual  or  to  a  people 
if  its  consumption  increases  productivity  and  effi- 
ciency. 

3.  Luxuries. — A  little  consideration  of  the  word 
luxury  will  show  us  how  futile  it  is  to  attempt  to  draw 
a  clear  line  between  necessaries  and  unnecessaries. 
In  everyday  speech,  and  even  in  the  writings  of  many 
economists,  the  word  luxury  is  vaguely  used  and  is 
made  to  include  all  articles  the  consumption  of  which 
gives  pleasure  without  contributing  in  any  way  to 
the  production  of  additional  wealth.  The  rich  are 
said  to  enjoy  many  luxuries  which  are  beyond  the 
means  of  the  poor.  Silks,  champagne,  diamonds, 
jewels  of  all  kinds,  confectionery,  and  hundi'eds 
of  other  articles  the  consumption  of  which  adds 
greatly  to  human  enjoyment,  must  all  be  classed 
as  luxuries  if  we  give  the  word  a  broad  definition  and 
make  it  include  everything  not  necessary  to  the  main- 
tenance of  human  life  and  energy. 

But  we  find  people  using  the  word  luxury  as  if 
somehow  it  was  related  to  a  man's  income.  What 
is  a  luxury  for  one  man  is  not  always  regarded  as  a 
luxury  for  another.  We  do  not  get  at  the  fundamen- 
tal idea  embodied  in  the  term  unless  we  think  of  it  in 
relation  to  income.  Men  work,  not  that  they  may 
barely  live,  but  in  order  that  they  may  get  the  most 
out  of  life ;  and  a  man  does  not  do  that  unless  he  suc- 
ceeds in  developing  and  gratifying  certain  wants. 
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What  the  nature  of  those  wants  should  be  in  order 
that  any  particular  man  may  get  the  greatest  joy  out 
of  hvmg  is  a  problem  which  each  man  must  work  out 
for  himself.  The  economist  merely  calls  attention  to 
the  fact  that  the  continued  gratification  of  any  par- 
ticular want  gives  less  satisfaction  than  could  be  got 
out  of  the  satisfaction  of  a  variety  of  wants. 

If  the  object  of  living  is  to  get  the  greatest  possible 
satisfaction  out  of  life,  a  man  must  give  most  careful 
heed  to  the  expenditure  of  his  income.  If  he  is 
reckless  in  its  use,  he  may  satisfy  certain  wants  ex- 
cessively and  become  the  victim  of  the  law  of  diminish- 
ing utility,  or  he  may  expend  such  a  large  amount 
of  his  income  in  the  purchase  of  articles  that  give  tem- 
porary pleasure  that  he  will  be  compelled  later  ta 
forego  the  possession  of  articles  which  in  the  long  run 
would  give  him  greater  satisfaction.  Evidently  from 
this  point  of  view  what  is  luxury  for  one  man  is  only 
a  common  comfort  to  another  of  larger  income. 

So  we  may  say  that  a  man  indulges  in  a  luxmy  \ 
when  he  satisfies  a  want  at  an  expense  so  great  that 
he  is  later  on  compelled  to  forego  the  satisfaction  of 
more  important  wants.  An  automobile,  for  example, 
is  a  luxury  to  any  man  if  its  purchase  price  compels 
him  to  withdraw  his  son  from  school  to  take  the  place 
of  a  hired  man. 

Thus  the  word  luxury  is  used  in  two  distinct  senses. 
First,  to  mean  any  wasteful,  foolish,  uneconomic  in- 
dulgence which  leads  later  to  the  pain  of  sacrifice; 
second,  to  designate  certain  articles  which  are  popu- 
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larly  regarded  as  not  being  necessary  for  the  main- 
tenance of  the  ordinary  comforts  and  decencies  of 
life. 

4.  Productive  consumption. — For  convenience  all 
forms  of  consumption  which  have  for  their  end  the 
creation  of  more  wealth  the  economists  call  produc- 
tive consumption,  and  the  goods  consumed  as  a  re- 
sult of  the  productive  process  are  regarded  as  pro- 
ducers' goods.  In  the  strictest  sense  all  consumption 
is  productive  of  psychic  income  or  satisfaction,  but  in 
economics  consumption  is  called  productive  only  in 
so  far  as  it  leads  to  the  increase  of  utilities  in  the 
form  of  material  goods. 

Men  are  said  to  spend  their  incomes  unproductively 
when  they  consume  wealth  merely  for  the  sake  of 
pleasure  and  enjoyment.  Gasolene  is  burned  unpro- 
ductively in  a  pleasure  motor  boat  or  in  a  joy-ridden 
automobile,  but  productively  when  burned  in  a  com- 
mercial truck  or  in  an  engine  for  pumping  water. 

5.  Elasticity  of  demand. — There  are  many  articles 
the  demand  for  which  does  not  increase  much  even 
tho  the  price  be  greatly  lowered.  As  a  rule  the  cost 
of  these  articles  is  so  low  that  most  people  are  able  to 
possess  a  supply  sufficient  to  satisfy  their  needs. 
Salt  and  matches  are  typical  commodities  of  this  kind. 
If  the  price  of  salt  or  of  matches  should  decline  50  per 
cent,  it  is  not  likely  that  the  consumption  of  either 
would  greatly  increase.  The  demand  for  such  ar- 
ticles is  called  inelastic,  since  it  does  not  vary  greatly 
in  response  to  changes  in  price. 
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On  the  other  hand,  there  are  many  articles  the  de- 
mand for  which  is  very  responsive  to  changes  of 
price.  Any  declme  in  the  price  of  silk,  for  example, 
almost  inevitably  leads  to  an  increase  in  consumption. 
If  silk  could  be  made  as  cheap  as  cotton  the  demand 
for  it  would  increase  greatly,  and  the  demand  for 
cotton  goods  would  probably  suffer  diminution.  The 
development  of  the  automobile  industry  proved  the 
existence  of  an  unsatisfied  potential  demand  for  au- 
tomobiles, which  became  a  real  economic  demand  as 
the  prices  of  automobiles  came  down.  The  demand 
for  articles  of  this  kind  is  said  to  be  elastic. 

6.  Importance  to  producers. — To  the  producer 
elasticity  of  demand  is  a  most  important  matter.  If 
he  is  manufacturing  an  article  for  which  the  demand 
is  inelastic,  such  as  matches,  pen  points,  lead  pencils, 
he  must  beware  of  over-stocking  the  market,  for  then 
he  may  have  to  sell  his  goods  at  less  than  their  cost 
of  production.  A  wise  producer  makes  a  study  of 
the  market  for  his  commodity  and  is  able  with  con- 
siderable accuracy  to  forecast  the  amount  that  it  will 
absorb  at  a  price  which  he  regards  as  fair.  The  pro- 
ducer of  articles  for  which  the  demand  is  elastic  must 
study  his  market,  but  he  is  in  less  danger;  if  he  over- 
estimates the  market's  absorbing  power  and  produces 
more  than  he  can  sell  at  the  expected  profit,  a  slight 
decline  of  price  will  induce  larger  consumption. 

People  ordinarily  think  of  the  demand  for  an  ar- 
ticle as  being  fixed  and  capable  of  no  variation 
at  a  given  time.     They  speak  of  the  demand  for 
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wheat  as  being,  say,  100  million  bushels  because 
that  was  the  amount  consumed  in  the  preceding  year, 
and  they  think  of  that  demand  as  something  which 
must  be  somehow  satisfied.  It  does  not  occur  to 
them  that  wheat  is  a  foodstuff  for  which  many  other 
foodstuffs  will  be  substituted  by  many  consumers  as 
the  price  of  wheat  is  advanced.  The  rise  in  the  price 
of  gasolene  which  followed  the  outbreak  of  the  Euro- 
pean war  was  in  the  first  instance  the  result  of  an  in- 
crease in  the  demand  for  it.  But  at  the  same  time  this 
rise  of  price  caused  a  lessened  demand  for  gasolene 
on  the  part  of  many  consumers.  With  gasolene  at 
25  and  30  cents  a  gallon  there  is  less  joy  riding  in 
automobiles  than  there  was  when  it  sold  at  15  cents. 

7.  Monopoly  and  demand. — When  a  producer 
possesses  a  monopoly  and  is  manufacturing  an  article 
for  which  there  is  no  rival  or  substitute,  the  study  of 
demand  becomes  exceedingly  important.  His  costs 
may  amount  to  only  50  cents,  so  that  he  might 
sell  at  $1  and  realize  a  handsome  profit.  Yet  he 
may  discover  that  if  he  asks  $5  for  his  article  his  sales 
will  be  almost  as  great  as  when  he  asks  onty  $1, 
the  demand  being  comparatively  definite  and  in- 
elastic. On  the  other  hand,  experience  may  teach 
him  that  the  lower  price  may  yield  a  larger  profit, 
since  it  may  lead  to  very  large  sales  and  such  a  pop- 
ularization of  his  article  as  to  relieve  him  of  great 
advertising  expense. 

Many  articles  the  demand  for  which  is  inelastic, 
such  as  matches,  soaps,  kerosene  oils  and  nails,  are 
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manufactured  in  most  countries  by  concerns  which 
possess  a  virtual  monopoly  thru  the  power  of  the  vast 
capital  they  possess,  for  it  enables  them  to  produce 
and  distribute  their  goods  at  lower  cost  than  must  be 
paid  by  the  small  producer. 

8.  Increase  of  population  and  the  food  supply. — 
Aggregate  demand  is  that  of  an  entire  popula- 
tion. The  relation  between  population  and  the  food 
supply  was  discussed  in  a  pamphlet  issued  in  1798 
by  a  young  English  clergyman  named  Thomas  Mal- 
thas. According  to  the  ]Malthusian  doctrine,  popula- 
tion tends  to  increase  faster  than  the  food  supply,  and 
in  support  of  his  position  Malthus  gave  many  histor- 
ical instances  which  showed  that  the  population  tended 
to  increase  in  a  geometric  progression,  at  a  rate  in- 
dicated by  the  figures,  2-4-8-16;  while  food  supply 
increased  in  an  arithmetical  progression,  indicated 
by  the  series  of  numbers,  2-4-6-8.  AATiile  today  the 
gloomy  presentiments  of  this  doctrine  are  taken  less 
seriously  than  formerly,  there  is  nevertheless  a  truth 
in  it  that  is  worth  considering. 

The  advances  in  machinery,  in  the  means  of  pro- 
duction and  in  the  transportation  facilities  during 
the  nineteenth  century,  widened  the  area  of  cul- 
tivation and  increased  the  supply  of  products. 
At  the  same  time,  checks  on  population  have  been  at 
work,  which  in  a  surprising  way  have  held  back  the 
growth  of  numbers.  A  more  complete  economic  or- 
ganization has  laid  an  increasing  number  of  exac- 
tions on  the  individual,  with  the  seeming  result  that 
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the  diminishing  birth  rate  seems  to  keep  pace  with 
the  decline  in  resources  and  the  growing  cost  of  pro- 
ducing crops. 

The  population  of  the  United  States  is  now  over 
100,000,000  and  is  increasing  at  the  rate  of  over  1,500,- 
000  per  annum.  From  the  point  of  view  of  consump- 
tion and  the  supplying  of  wants,  this  means  a  great 
and  growing  demand  for  foodstuffs,  higher  land  val- 
ues, smaller  exports  of  food  products,  and  larger  im- 
ports of  materials  for  manufacturing.  Progressing 
at  this  rate  the  growth  of  population  in  the  United 
States  will  necessitate  the  taking  up  of  the  waste 
places  and  the  introduction  of  an  era  of  intensive  cul- 
tivation. Conservation  of  natural  resources  also 
must  reiich  the  stage  of  an  economic  necessity,  and 
interest  in  that  subject  will  no  longer  be  deemed  a 
fad  as  is  often  the  case  at  present. 

9.  Malthnsian  principle  exemplified. — The  Mal- 
thusian  law  of  population  finds  most  pitiful  exempli- 
fication among  the  very  poor  in  all  countries.  It  is 
well  known  that  the  birth  rate  among  the  poor  is 
very  much  higher  than  among  the  rich  and  well-to-do. 
Also  among  the  poor  and  ignorant  the  mortality  rate 
for  young  children  is  greater  because  of  insufficient 
food,  poor  housing  and  the  lack  of  cleanliness. 
Nevertheless  in  most  civilized  countries  the  popula- 
tion is  increasing  in  the  lower  levels  of  society  more 
rapidly  than  in  the  higher. 

Charles  W.  Eliot,  former  president  of  Hai'vard 
University,  greatly  deplores  the  apparent  aversion  of 
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Harvard  graduates  to  large  families,  the  records  hav- 
ing shown  that  the  family  of  the  average  graduate 
since  1850  contains  less  than  two  children. 

It  may  be  wise  to  encourage  a  higher  birth  rate 
among  the  educated  and  well-to-do,  but  any  such  en- 
couragement extended  to  the  poor  is  certainh'  un- 
wise. It  is  rather  the  duty  of  society  thru  its  preach- 
ers, teachers  and  physicians  to  try  to  make  the  ig- 
norant get  some  conception  of  the  responsibilities 
of  parenthood,  so  that  they  will  not  feel,  as  many  now 
do,  that  they  are  serving  both  God  and  their  country 
when  they  bring  a  child  into  the  world  whether  they 
can  support  it  or  not. 

10.  Standard  of  living. — The  standard  of  living, 
which  is  different  in  different  classes  of  society,  con- 
sists in  any  particular  class  of  the  things  customarily 
enjoyed  by  the  members  of  that  class.  Some  of  the 
things  are  regarded  as  necessaries,  some  as  ordinary 
comforts,  and  some  as  luxuries.  The  standard  of 
living  is  said  to  be  rising  whenever  there  is  improve- 
ment in  the  quality  of  the  so-called  necessities  or  any 
increase  in  the  number  of  comforts  and  luxuries  which 
the  members  of  a  class  ordinarily  enjoy  and  regard 
as  necessary  to  their  contentment. 

Members  of  each  social  class  or  group  come  to 
have  a  concept  of  what  is  necessary  to  maintain  their 
proper  position  in  the  class.  This  list,  of  course, 
must  include  shelter,  food  and  clothing.  Provision 
against  sickness,  and  income  sufficient  to  meet  the 
possibilities  of  unemployment  are  also  a  part  of  the 
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requisite  income.  And  finally  there  should  be  pro- 
vision for  some  social  life,  enjoyment  of  books,  and 
a  chance  for  additional  education.  To  group  the 
different  expenditures  in  two  classes  will  emphasize 
the  point  of  view  that  is  indicated  in  this  paragraph- 
first,  the  support  things,  including  food,  raiment  and 
housing;  and  second,  the  spiritual  things,  which  may 
be  summarized  in  amusement,  education  and  society.^ 

In  the  books  of  the  English  classical  economists 
the  "Iron  Law  of  Wages"  was  frequently  referred  to 
as  governing  the  return  of  labor.  According  to  this 
law  the  wages  of  unskilled  labor  constantly  tend  to- 
ward the  cost  of  subsistence.  Such  a  meager  exist- 
ence unfortunately  constitutes  the  actual  standard  of 
living  in  many  districts. 

Above  this  is  the  normal  standard  of  living,  which 
emphasizes  the  healthy  growth  of  the  family  in  men- 
tal, moral  and  physical  directions  and  leads  to  a 
higher  type  of  individual,  better  educated  and  better 
endowed  physically.  An  ideal  standard  would  in- 
clude this  and  more — comfortable  housing  for  the 
family,  good  food,  and  opportunities  for  the  develop- 
ment of  the  sesthetic  and  spiritual  sides  of  man's 
nature. 

11.  Stimulus  of  the  standard. — Within  bounds, 
the  standard  of  living  that  is  hoped  for  has  a  marked 
effect  upon  the  ambitions,  tending  to  stimulate  the 
worker  to  greater  efforts  to  supply  his  wants.     The 

1  Paraphrased  from  F,  H.  Streighthoff,  "The  Standard  of  Living 
Among  the  Industrial  People  of  America,"  Chapter  I. 
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trade-union  has  been  able  to  insist  upon  a  minimum 
standard  of  living  as  secured  thru  a  given  wage.  In 
so  far  as  the  higher  standards  of  living  have  been  re- 
alized the  family  life  of  the  nation  has  been  much  ben- 
efited, but  where  the  standard  of  living  cannot  be  re- 
alized, tho  it  may  still  be  insisted  upon,  the  family  life 
ma}'-  be  rendered  increasingly  mistable.  To  found 
and  maintain  a  home  with  rising  standards  of  living 
requires  a  larger  income  than  is  attainable  by  any  con- 
siderable part  of  the  population.  Consequently  there 
are  increasing  domestic  difficulties  and  a  lower  stand- 
ard of  family  life. 

The  standard  of  living  is  an  important  economic 
factor,  and  from  the  psychological  point  of  view  has 
much  to  do  with  keeping  up  the  struggle  for  the 
economic  means  to  supply  wants.  In  America  the 
pressure  of  the  standard  has  reduced  the  size  of  fam- 
ilies among  the  native-born,  and  increased  the  com- 
petition in  occupations  in  which  wages  are  low  as 
compared  with  the  standard  of  living.  The  more  un- 
skilled trades  and  occupations  have  been  taken  by 
the  foreign-born;  and  the  native-born  have  been 
driven  into  the  higher  gi'ade  occupations,  where  wages 
and  the  standard  of  living  are  higher. 

12.  Determining  the  standard. — Putting  the  mat- 
ter broadly,  there  are  three  ways  in  which  some  ap- 
proximation of  standards  of  living  may  be  reached; 
the  first  of  these  is  thru  the  process  of  intelligent  guess- 
ing: the  second,  by  getting  an  authoritative  state- 
ment of  the  cost  of  what  is  needed  to  maintain  an 
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average  family;  and  the  third  is  thru  the  informa- 
tion gained  by  the  study  of  family  budgets. 

The  various  government  statistical  bureaus  in  the 
United  States  and  Europe  have  worked  out  an  esti- 
mate of  the  commodities  required  for  the  support 
of  a  family  and  then  figured  their  cost.  This  method 
has  been  followed  by  such  careful  investigators  as 
Professor  R.  C.  Chapin,^  Mrs.  Louis  B.  Moore,-  and 
her  associate,  Miss  Elizabeth  Lennox,  who  have  given 
the  public  the  benefit  of  their  researches  in  the  col- 
lection of  family  budgets. 

As  early  as  1857,  Ernst  Engel,  the  head  of  the 
Prussian  Statistical  Bureau,  advanced  the  theory  that 
the  study  of  family  budgets  should  yield  a  number 
of  interesting  results  that  would  be  helpful  in  ascer- 
taining economic  conditions.  His  table  is  given  be- 
low. 

THE  ENGEL  TABLE 

In  Percentages 
Items  of  Expenditure  Income  Income  Income 

$225-300        $450-600       $750-1000 

1.  Subsistence     621  55    "J  50    1 

2.  Clothing 

3.  Lodging 
*.  Heat  and  light 5  J  5 

5.  Education,    church 2 

6.  Legal   protection    1 

7.  Care  of  health 1 

8.  Comfort,    mental    and    physical 

recreation    1 


5    , 
3.5^ 


2.5 


5     J 
5 


3 

J-10  3     }>15 


3.5 


100  100  100 

Studies  in  New  York  City,  previously  referred  to, 

1  "Standard  of  Living  Among  Workingmen's  Families  in  New  York 
City,  1909."    Charities  Publication  Committee. 

2  "Wage  Earners'  Budgets,"  New  York,  Henry  Holt  and  Company, 
1907. 
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showed  a  division  of  expenditures  somewhat  different 
from  that  of  the  Engel  table,  tho  practically  substan- 
tiating it.  In  the  New  York  investigations  food  is 
placed  at  43.4  per  cent,  rent  19.4,  clothing  10.6,  light 
and  fuel  5.1,  insurance  3.9,  and  sundry  expendi- 
tures 17.6. 

The  conclusion  is  that  the  fair  living  wage  for  a 
workingman's  family  in  New  York  City  should  be  at 
least  $728,  or  a  steady  income  of  $14  per  week.  Since 
1014  the  cost  of  living  has  advanced,  so  that  the  wage 
now  required  is  probably  above  $1,000. 

13.  Philanthropy. — Expenditure  for  philanthropy 
tends  to  reduce  the  inmiediate  amount  of  capital 
available  for  industry;  but  if  it  has  the  effect  of 
raising  standards  of  living  and  bettering  the  con- 
dition of  the  workman,  the  ultimate  gain  may  be 
many  times  that  of  the  present  cost.  The  problem 
involved  requires  genuine  statesmanship;  the  imme- 
diate cost  must  be  measured  against  the  possibility  of 
a  better  race  that  can  maintain  a  higher  standard  of 
living. 

At  one  of  the  meetings  of  the  American  Academy 
of  Political  and  Social  Science,  according  to  the 
xVmerican  Year  Book  for  1913  (p.  46) ,  the  art  of  giv- 
ing was  discussed  as  an  exact  science.  The  reader 
of  the  paper  declared  that  in  1912  gifts  totaling 
nearly  $267,000,000  were  reported  by  the  press,  and 
that  for  the  twelve  years  preceding,  the  annual  total 
of  notable  gifts  had  exceeded  $100,000,000.  This 
statement   tells    something  of  the   extent   to   which 
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consumption  for  social  purposes  may  be  carried 
voluntarily. 

The  incorporation  of  the  Carnegie  funds  and  the 
application  to  Congress  for  a  charter  for  the  Rocke- 
feller Corporation,  raised  the  question  of  the  influ- 
ence of  these  private  philanthropies  upon  public  inter- 
ests. It  has  been  alleged  that  their  influence  might 
be  detrimental  to  political  welfare,  but  in  reality  the 
question  of  the  withdrawal  of  the  income  of  these  en- 
dowments from  "productive  enterprise  and  the  weak- 
ening of  capital  accumulation  may  be  more  vital. 

Like  taxation  for  social  purposes,  private  philan- 
thropy may  materially  diminish  the  productive  ca- 
pacity of  the  nation.  The  effect  upon  the  community 
can  be  observed  only  after  a  prolonged  period ;  the  im- 
mediate effects  are  difficult  to  see.  As  a  people  we 
are  now  entering  upon  a  period  of  public  and  private 
philanthropy  that  is  bound  to  have  a  wide  influence 
upon  national  growth. 

14.  Cost  of  government. — A  large  amount  of  the 
world's  new  wealth  is  consumed  in  the  support  of  the 
governments  of  nations  and  their  various  subdivisions. 
This  is  sometimes  referred  to  as  public  consumption ; 
and  the  various  methods  of  raising  and  distributing 
the  necessary  funds  forni  the  subject-matter  of  public 
finance. 

Much  of  the  consumption  of  wealth  by  governments 
may  properly  be  called  productive.  Courts  of  law 
are  necessary  for  the  maintenance  of  justice;  police- 
men and  firemen  for  the  protection  of  life  and  prop- 
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erty;  public  school  teachers  in  order  that  education 
may  be  open  and  free  to  all ;  boards  of  health  that  the 
inroads  of  disease  may  be  checked;  and  congresses, 
legislatures  and  parhaments  in  order  that  expend- 
itures may  be  made  for  the  common  welfare  of  all 
citizens. 

For  example,  the  United  States  Government  in 
the  first  decade  of  the  twentieth  century  expended 
$242,000,000  for  the  improvement  of  rivers  and 
harbors,  and  this  expenditure  if  wisely  planned 
and  executed  was  productive  in  the  economic  sense. 
Unhappily  much  wealth  is  consumed  by  governments 
wastefully  and  therefore  unproductively.  It  is  a 
notorious  fact  that  government  employes  work  with 
less  energy  and  diligence  than  the  employes  of  a  pri- 
vate concern,  that  producers  selling  to  a  government 
exact  exorbitant  profits  whenever  possible,  and  that 
public  officials  are  less  wary  in  entering  into  contracts 
for  the  government  than  they  would  be  if  doing  busi- 
ness for  themselves.  For  this  state  of  affairs  no 
remedy  can  be  found  except  in  education.  As  people 
realize  more  fully  the  services  which  a  good  govern- 
ment can  render  and  how  closely  it  is  related  to  their 
own  personal  welfare,  they  will  insist  upon  placing  in 
office  only  men  of  integrity,  zeal  and  intelligence. 

15.  War. — In  times  of  peace  most  governments 
maintain  armies  and  navies;  and  many  of  them  ex- 
pend considerable  sums  in  the  pajTnent  of  pensions  to 
old  soldiers.  All  expenditures  of  this  sort  are  eco- 
nomically unproductive.     If  all  thought  of  war  could 
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disappear  from  the  minds  of  men,  the  wealth  of  the 
world  would  increase  miich  more  rapidly ;  and  a  much 
larger  population  be  supported. 

War  causes  an  actual  diminution  of  a  country's 
wealth  in  two  ways.  First,  it  takes  men  out  of  pro- 
ductive employments  and  puts  them  into  battle;  sec- 
ond, those  men  while  continuing  to  be  great  consumers 
of  foodstuffs  and  clothing  become  also  consumers  of 
vast  quantities  of  munitions,  which  have  been  pro- 
duced at  great  cost  by  the  men,  women  and  children 
who  stay  at  home.  A  war  which  calls  to  the  front  even 
no  more  than  one-tenth  of  the  men  of  fighting  age  and 
ability  necessarily  causes  an  economic  or  industrial 
upheaval.  If  a  million  men  take  up  arms  many  mil- 
lion others  must  change  their  occupations,  stop  pro- 
ducing the  useful  objects  of  commerce,  and  work  in 
the  manufacture  of  ammunition  and  war  supplies. 
Thus  a  war  not  only  brings  about  a  physical  destiiic- 
tion  of  vast  amounts  of  wealth,  such  as  bombs,  air- 
planes and  battleships,  but  also  causes  a  lessened  pro- 
duction of  the  articles  ordinarily  produced  for  the  sat- 
isfaction of  human  wants.  If  a  crazy  king  had  the 
confidence  of  his  subjects  and  should  order  that  one- 
fourth  of  all  the  produce  of  their  labor  be  taken  to  sea 
and  sunk  in  the  ocean  in  order  that  the  gods  be  pro- 
pitiated, he  would  do  his  people  less  economic  injury 
than  would  be  wrought  if  he  plunged  them  into  war. 

16.  Economic  effects  of  war  hidden. — The  real 
effects  of  war  upon  industry,  upon  consumption  and 
upon  the  economic  welfare  of  a  people  are  veiled  dur- 
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ing  its  progress.  The  government  raises  immense 
sums  of  money  by  means  of  taxation  and  bond  issues 
and  enters  into  the  various  markets  as  a  gigantic 
buyer  of  the  products  of  labor.  Xew  factories  are 
built  and  the  demand  for  workers  is  insatiable,  labor 
and  capital  being  diverted  from  many  industries. 
The  prices  of  foodstuffs  and  of  most  of  the  necessaries 
and  comforts  of  life  also  advance  because  of  the  war 
demand,  because  of  the  scarcity  of  productive  labor 
and  because  of  the  great  expansion  of  credit  incident 
to  the  war  loans.  During  the  progress  of  a  war  busi- 
ness changes  its  character,  but  is  active;  many  indi- 
viduals make  fortunes;  and  all  classes  of  labor  de- 
mand higher  wages.  The  country  seems  to  be  more 
prosperous  than  ever,  and  unthinking  people  do  not 
see  that  it  is  actually  growing  poorer  every  day.  If  a 
million  men  of  gigantic  stature  should  capture  the 
United  States  and  compel  its  people  to  feed,  clothe 
and  house  them  comfortablj^^,  every  one  of  us  would 
realize  the  cost,  yet  the  economic  effect  would  be  much 
like  that  of  war. 

Xot  until  after  a  war  is  ended  and  all  extraordi- 
nary expenditures  by  the  government  have  ceased,  do 
the  people  of  a  country  begin  to  pay  its  economic 
costs.  Only  a  small  part  of  this  cost  is  represented  by 
the  interest  which  must  be  paid  on  the  capital  bor- 
rowed and  destroyed  during  the  war.  When  people 
return  to  the  industries  of  peace  it  is  soon  discovered 
that  the  old  markets  have  lost  their  buying  power  and 
that  the  amount  of  capital  available  for  production  is 
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less  than  had  been  supposed.  Then  comes  a  period 
of  depression  which  is  like  that  of  convalescence  after 
a  fever,  the  nation  as  a  whole  being  industrially  feeble 
and  incapable  of  new  enterprise.  If  a  country  can 
get  thru  such  a  period  without  a  financial  panic  or  a 
commercial  crisis  and  without  great  distress  among 
large  numbers  of  unemployed,  the  people  may  con- 
sider themselves  fortunate  and  should  be  grateful  rot 
only  to  God  but  also  to  their  entrepreneurs,  their  cap- 
tains of  industry  and  finance,  who  during  the  period 
must  have  most  wisely  regulated  their  production  if 
not  their  consumption  of  wealth. 

17.  The  destructive  power  of  nature. — From  time 
to  time  a  vast  amount  of  wealth  is  destroyed  by  storm, 
fire  and  flood.  A  tornado  on  the  Great  Lakes  and 
along  the  east  coast  of  the  Atlantic  not  long  ago  drove 
hundreds  of  vessels  ashore,  drowned  many  persons 
and  destroyed  valuable  cargoes.  In  1913,  a  storm  on 
the  Japanese  coast,  accompanied  by  a  volcanic  erup- 
tion, killed  thousands  of  people  and  destroyed  the 
property  of  many  more.  The  report  of  the  engineer- 
ing division  of  the  War  Department  states  that  the 
annual  loss  from  floods  in  the  United  States  averages 
$50,000,000.  In  the  Ohio  flood  in  1913,  the  loss  to 
'railroads,  cities  and  private  individuals  amounted  to 
hundreds  of  millions. 

Losses  by  fire  add  to  the  appalling  aggregate  of 
wealth  destruction.     In  recent  years  the  fire  losses  in' 
the  United  States  are  estimated  at  about  $200,000,000 
a  year;  and  despite  the  efforts  of  the  insurance  com- 
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panics  and  other  agencies  to  limit  the  size  and  fre- 
quency of  fires,  the  absolute  amount  of  waste  has  de- 
clined but  slightly.  The  newness  of  some  parts  of 
the  country,  the  absence  of  regulations  for  building  in 
many  places  and  the  failure  to  provide  first-class  pro- 
tection against  fires,  give  the  United  States  a  per 
capita  fire  loss  which  is  from  five  to  six  times  as  large 
as  that  of  any  of  the  leading  European  countries. 

18.  Consumption  and  progress. — From  a  purely 
materialistic  point  of  view  a  nation  can  be  said  to  be 
making  progress  when  the  labor  of  its  people  produces 
greater  wealth,  whether  because  of  new  inventions  and 
machinery,  or  because  better  conditions  of  living  have 
improved  their  health  and  increased  their  energy,  or 
because  they  have  been  better  trained  and  organized. 
Progress  of  this  sort  would  mean  an  increasing 
demand  among  all  the  people  for  the  necessaries  and 
comforts  of  life  and  doubtless  an  increase  in  the 
variety  of  goods  which  they  consumed. 

Economics  is  sometimes  called  a  materialistic 
science  because  the  economist  seems  to  be  interested 
only  in  progress  of  this  sort.  In  reality,  however,  the 
economist  is  no  more  materialistic  than  the  psycholo- 
gist or  sociologist.  He  sees  clearly  that  any  cause 
which  tends  to  lower  the  cost  of  producing  the  neces- 
saries and  comforts  of  life  will  tend  to  increase  the 
welfare  of  people  now  on  the  earth  and  to  make  pos- 
sible a  still  larger  population  in  the  future.  He  also 
sees  more  clearly  than  others  the  evil  economic  effects 
of  unwise  consumption,  of  excessive  indulgence  in  any 
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form  of  pleasure,  of  alcohol  and  other  drug  habits — 
these  weaken  character,  injure  the  health  and  lessen 
a  people's  productive  power. 

19.  What  is  progress? — True  economic  progress 
is  identical  with  the  advancement  of  civilization 
and  is  not  measurable  in  material  good.  The 
difference  between  the  civilized  man  and  the  sav- 
age is  found,  first,  in  the  greater  number  of 
goods  which  the  former  can  produce  and  enjoy, 
and  second,  in  his  control  of  sources  of  enjoy- 
ment which  makes  no  appeal  whatever  to  the  savage. 
In  other  words,  the  civilized  man  gets  more  delight 
out  of  his  physical  senses  than  does  the  savage,  and 
also  out  of  what  might  be  called  the  higher  senses,  the 
aesthetic,  the  intellectual  and  the  spiritual,  which  in 
the  savage  are  Almost  dormant.  Hence  churches, 
universities,  art  galleries,  public  parks,  statues  of 
heroes,  beautified  homes,  are  all  landmarks  of  eco- 
nomic progress  or  civilization.  Thej'^  express  the 
existence  of  wants  higher  than  those  of  the  senses  and 
mean  that  men  are  getting  vastly  more  out  of  life 
than  mere  physical  comfort  and  pleasure. 

Any  change  in  the  condition  of  a  people  which  tends 
to  increase  their  happiness  may  be  regarded  as  a  step 
forward  in  civilization.  For  example,  if  a  nation 
improves  its  educational  system  or  enacts  wiser  laws 
regulating  the  conditions  under  which  labor  may  be 
employed,  or  adopts  a  policy  which  makes  war  less 
probable,  it  is  moving  forward  and  upward.  The 
economist  in  his  vision  looks  forward  to  an  ideal  civili- 
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zation.  In  it  labor  will  be  so  admirably  adjusted  to 
ability  that  all  men  will  love  their  work:  the  consump- 
tion of  wealth  and  all  the  enjoyments  of  life  will  be 
so  rationally  balanced  that  disease,  poverty  and  misery 
will  disappear  from  the  earth.  This  economic  mil- 
lenniimi  unliappily  seems  just  now  to  lie  far  in  the 
future. 

20.  Impediments  to  progress. — Folly  and  extrava- 
gance mark  the  consumption  of  many  people.  Much 
of  their  income  is  squandered  upon  pleasures  and 
luxuries  that  are  hurtful  to  their  health  and  to 
their  morals.  The  economist  may  grieve  over  these 
facts  as  a  man,  but  as  an  economist  it  is  his 
business  to  study  the  facts  and  conditions  as  they 
exist.  It  is  his  task  first  to  know  what  is,  and 
why,  not  what  ought  to  be.  He  may  also  be  a  social 
reformer  and  endeavor  to  make  people  improve  their 
method  of  consumption,  but  that  is  not  his  task  as  an 
economist. 

The  entomologist  must  know  the  anatomy  of  the 
wasp  and  not  waste  his  scientific  time  worrj'^ing  about 
its  dangerous  end,  nor  can  the  zoologist  stop  to  con- 
sider methods  of  breeding  fangless  rattlesnakes. 

There  are  plenty  of  human  wasps  and  snakes,  and 
the  economist  is  interested  in  knowing  their  number, 
their  methods  of  attack  and  the  conditions  which  breed 
them;  for  they  are  destroyers  and  not  producers. 
As  we  shall  see  later,  the  production  of  wealth  at  the 
present  time  is  the  result  of  an  involuntary  coopera- 
tion among  millions  of  workers  and  mutual  confi- 
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dence  is  absolutely  essential  to  the  highest  rate  of  pro- 
duction. Dishonesty,  misrepresentation,  deception 
of  any  kind,  like  sand  in  the  cogs  of  a  machine,  lessen 
the  efficiency  of  the  industrial  organism,  thus  lessen- 
ing the  production  of  wealth  and  the  sum  total  of 
human  welfare. 

It  is  the  economist's  duty  to  call  attention  to  eco- 
nomic evils  and  perils  as  they  are  discovered  and  to 
make  clear  the  causes  and  conditions  responsible  for 
their  existence.  The  consumption  of  tobacco  and 
alcoholic  beverages  gives  pleasure  to  many  people,  but 
the  economist  knows  that  such  consumption  tends  to 
raise  the  price  of  a  loaf  of  bread  because  of  the  land 
and  labor  which  are  diverted  from  the  production  of 
wheat ;  and  it  is  his  duty  to  make  this  truth  clear. 

REVIEW 

What  is  consumption  and  what  are  its  purposes  ? 

What  do  you  understand  by  productive  consumption? 

Explain  the  difference  between  an  elastic  demand  and  an  in- 
elastic demand,  and  their  bearing  on  the  welfare  of  producers 
under  competition  and  under  monopoly. 

What  is  the  Malthusian  doctrine  and  how  does  it  apply  today? 

What  is  the  standard  of  living?  Why  is  it  important?  How 
is  it  determined? 

How  is  a  country's  wealth  diminished  in  time  of  war?  ^Vhy 
does  a  country  seem  to  be  more  prosperous  in  war  time  than  at 
other  times? 


CHAPTER  VII 

VALUE  AND  THE  CONSUMER 

1.  Suppose  the  consumer  cannot  sell. — In  this 
chapter  we  shall  consider  the  important  subject  of 
value  entirely  from  the  consumer's  point  of  view. 
Since  all  goods  are  made  to  be  consumed,  their  value 
to  consumers  is  of  decisive  importance. 

To  the  consumer  the  value  of  any  article  depends 
upon  its  utility,  upon  how  much  he  wants  it,  upon 
how  much  satisfaction  he  expects  to  get  from  its  con- 
sumption. No  man  will  pay  a  dollar  for  an  article 
unless  he  believes  he  can  get  a  dollar's  worth  of  satis- 
faction out  of  it.  If  he  is  choosing  between  different 
articles  he  will  take  the  one  that  promises  him  the 
greatest  pleasure;  that  is,  the  one  which  seems  to  him 
to  possess  the  greatest  utility.  One  man,  for  ex- 
ample, may  spend  his  dollar  for  ten  cigars,  which  he 
may  consume  in  a  day;  while  another  would  buy 
enough  pipe  tobacco  to  last  him  two  weeks  and  think 
of  the  other  fellow  as  possessing  a  foolishly  extrav- 
agant taste.  The  first  man  might  get  no  pleasure 
from  an  ill-smelling  pipe  and  condemn  what  he 
deemed  the  vulgar  taste  of  the  second.  He  might, 
however,  refuse  absolutely  to  pay  more  than  ten  cents 
for  a  cigar ;  and  if  the  price  of  tobacco  were  advanced 
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the  pipe  smoker  might  reduce  his  consumption  or 
change  to  a  cheaper  brand. 

To  the  producer  the  value  of  an  article  is  closely 
related  to  its  cost  of  production.  He  wants  a  price 
that  will  cover  its  expense  of  production.  If  costs 
rise  he  thinks  values  must  rise. 

To  the  trader,  who  neither  produces  nor  consumes, 
the  value  of  an  article  depends  on  the  law  of  demand 
and  supply. 

In  this  chapter  we  shall  leave  both  producer  and 
trader  out  of  consideration.  We  shall  think  of  goods 
solely  in  relation  to  the  consumer,  and  we  shall  assume 
that  the  consumer  is  not  in  a  position  to  sell  or  ex- 
change any  of  the  goods  in  his  possession.  He  buys 
goods  for  the  satisfaction  he  gets  out  of  them,  but 
he  does  not  sell.  For  example,  if  each  of  six  dear 
friends  should  give  you  a  gold  watch,  all  of  the  same 
make  and  quality,  how  much  would  you  value  each  of 
those  watches  ?  Of  course  if  you  can  sell  five  of  them 
you  would  value  them  all  at  somewhere  near  their 
market  price;  but  suppose  your  conscience  won't  let 
you  sell  them  because  they  are  gifts  of  friendship, 
then  you  would  be  facing  the  consumer's  problem. 

2.  Utility  of  consumable  goods. — A  consumable 
good  is  one  which  gives  pleasure  or  gratification 
directly  to  the  consumer;  for  example,  a  suit  of 
clothes,  a  fountain  pen,  a  cup  of  coffee  or  tea,  roast 
beef,  the  furniture  in  our  homes. 

The  amount  of  goods  consumed  by  a  man  depends 
upon  his  income  as  well  as  upon  his  tastes.     While  a 
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man  of  ordinaiy  income  might  get  great  pleasure  out 
of  a  high-powered  automobile,  yet  its  purchase  and 
upkeep  would  make  such  a  serious  inroad  upon  his 
income  that  he  would  have  to  sacrifice  so  many  other 
pleasures  and  comforts  that  the  net  result  might  be 
loss  of  satisfaction,  and  therefore  discontent.  Almost 
unconsciously  men  are  weighing  desire  against  desire, 
seeking  to  expend  their  money  income  in  a  way  that 
will  yield  them  the  greatest  psychic  income.  Each 
one  of  us  is  up  against  the  law  of  diminishing  utility 
just  as  a  farmer  is  up  against  the  law  of  diminishing 
returns.  A  man  who  can  satisfy  only  a  few  wants, 
or  who  is  not  wise  enough  to  seek  variety  in  consump- 
tion, leads  a  monotonous  life  and  is  always  liable  to  the 
evils  of  satiety  and  ennui. 

Consumable  goods  are  the  ultimate  objects  of  pro- 
duction. The  trees  of  the  forest  are  felled  in  order 
that  they  may  be  made  into  houses,  boats,  furniture, 
etc.  Some  of  them  become  the  handles  of  axes,  hoes 
and  rakes  or  the  parts  of  work  wagons,  but  all  these 
goods  possess  utility  solely  because  of  their  usefulness 
in  the  production  of  consumable  goods.  The  ax  is 
not  a  consumable  good  except  to  a  man  who,  like 
Gladstone,  gets  pleasure  from  chopping  down  trees. 

3.  Utility  of  capital  goods. — The  goods  mentioned 
in  the  last  two  sentences  of  the  foregoing  section  are 
called  by  economists  capital  goods  or  producers' 
goods.  Their  utility  is  only  indirectly  related  to 
human  wants.  Indeed,  many  of  them  are  offensive  to 
the  senses  no  matter  how  desirable  their  final  product. 
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Many  of  our  factories  are  architectural  monstrosities. 
Slaughter  houses,  packing  houses,  glue  factories  and 
fertihzing  works  give  rise  to  continuous  complaints 
from  people  living  within  several  miles  of  their  loca- 
tion. Elevated  railroads  in  cities  are  declared  a 
nuisance  by  people  who  own  real  estate  in  their  vicin- 
ity. John  Ruskin  never  tired  of  railing  at  the  nine- 
teenth century  manufacturer  who  would  slaughter  a 
landscape  or  befoul  a  river  in  order  that  the  rich 
might  have  more  luxuries. 

Probably  as  the  feelings  of  men  become  finer,  more 
and  more  attention  will  be  paid  to  the  aesthetic  side  of 
producers'  goods.  A  tool  or  a  machine  or  a  factory 
can  be  beautiful  as  well  as  useful.  Indeed,  the  French 
and  the  Japanese  have  already  proved  the  truth  of  this 
statement,  many  of  the  useful  products  of  their  manu- 
facture deserving  in  a  sense  to  be  called  works  of  art. 
The  Anglo-Saxon,  however,  and  especially  the  Amer- 
ican, has  had  his  mind  mainly  bent  on  usefulness, 
convenience,  speed,  economy  of  production,  and  too 
little  upon  beauty.  In  this  day  of  dollar  watches  why 
should  the  factories  of  a  city  still  assault  our  ears 
morning,  noon  and  night  with  their  batteries  of 
whistles?  In  these  days  of  high  cost  of  living  why 
should  the  factories  of  towns  and  cities  be  permitted 
to  dump  poisoned  refuse  into  rivers  and  so  destroy  the 
fish  as  well  as  the  charm  of  the  streams  ?  In  a  model 
city  the  buildings  of  a  manufacturing  plant  would 
be  good  to  look  upon  and  their  location  would  be  such 
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that  the  necessan'  noise  and  smoke  would  not  annoy 
the  consumer. 

But  the  utility  and  value  of  producers'  goods  are 
the  result,  not  of  any  beauty  which  they  possess,  but 
of  their  efficiency  in  the  industrial  process  which  has 
for  its  end  the  production  of  consumable  goods. 

4.  Marginal  utility. — In  order  to  give  brief  and 
concrete  expression  to  the  thought  or  general  principle 
laid  down  in  the  law  of  diminishing  utility,  economists 
have  invented  the  phrase  marginal  utility.  They 
mean  by  it  the  utility  of  any  single  unit  of  a  com- 
munity as  determined  by  the  amount  of  the  existing 
supply. 

For  illustration,  let  us  return  to  the  case  of  the  poor 
man  with  only  one  shirt.  To  him  that  shirt  must  evi- 
dently possess  great  utility.  Perhaps  he  has  to  stay 
in  bed  while  his  wife  carefully  launders  it.  Its  utility 
and  its  marginal  utilitj-  are  the  same,  for  it  constitutes 
his  whole  supply.  But  suppose  he  gets  a  second  shirt. 
Then  neither  to  him  nor  to  his  wife  will  a  single  shirt 
seem  such  an  important  thing.  The  second  shirt  will 
be  just  as  useful  as  the  first,  but  he  will  not  value  it  so 
highly  as  he  did  the  first,  and  it  should  be  noticed  that 
his  former  high  regard  for  the  first  shirt  will  have  dis- 
appeared. Each  shirt  possesses  to  him  the  same  util- 
ity, and  that  utihty  is  less  than  the  utility  of  shirts 
when  he  owned  only  one.  Since  he  probably  gets 
more  satisfaction  out  of  two  shirts  than  he  did  out  of 
one,  we  cannot  say  that  to  him  the  utility  of  shirts  in 
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general  has  declined,  but  merely  that  the  utility  of 
each  shirt  is  less,  that  he  wants  each  less  because  he  has 
the  other  as  a  substitute;  and  this  fact  economists 
express  by  saying  that  to  him  the  marginal  utility  of 
shirts  has  declined. 

Now  suppose  that  thru  the  deaths  of  certain  rela- 
tives he  falls  heir  to  twenty  shirts  and  that  he  has  no 
bureau  in  which  to  keep  so  many,  suddenly  a  shirt  has 
become  to  him  an  unimportant  piece  of  apparel.  He 
has  more  than  he  wants  and  would  not  grieve  if  his 
wife  should  ruin  one  on  the  ironing  board.  This 
would  mean  that  to  him  shirts  possessed  no  marginal 
utility,  which  is  only  the  economist's  way  of  saying 
that  his  supply  of  shirts  exceeded  his  possible  needs 
as  a  consumer. 

5.  Marginal  utility  connotes  supply. — The  reader 
should  not  fail  to  note  that  the  phrase  marginal  utility 
always  connotes  the  idea  of  supply.  When  the  sup- 
ply of  wheat  increases  in  a  country,  assuming  that 
there  is  no  change  in  the  demand,  economists  sa}"  that 
the  marginal  utility  of  w^heat  tends  to  fall.  That  is 
only  another  way  of  saying  that  each  bushel  of  wheat 
in  that  country  has  become  of  less  consequence  or 
importance  as  a  means  of  gratifying  men's  wants. 
On  the  other  hand,  if  the  world  produces  only  half  the 
usual  ci*op  of  wheat,  then  a  bushel  of  wheat  increases 
in  importance  and  wheat  is  said  to  possess  greater 
marginal  utility. 

The  word  marginal  is  employed  because  economists 
first  thought  of  the  law  of  diminishing  utility  in  its 
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relation  to  successive  acts  of  consumption  performed 
by  a  single  individual.  For  example,  take  a  man  who 
likes  apples  and  who  has  not  eaten  one  since  yester- 
day. If  he  has  before  him  two  apples  he  may  know 
by  experience  that  he  will  get  equal  satisfaction  out  of 
the  eating  of  each  apple  and  will  not  willingly  part 
with  either.  If  a  third  apple  is  added  to  his  stock  he 
may  regard  it  with  some  indifference,  for  he  may  know 
that  its  eating  will  give  him  less  pleasure  than  he  gets 
from  the  first  and  second  apples.  This  means  that  he 
wants  the  third  apple  less  than  he  wanted  the  first  and 
second.  It  means  also  that  each  one  of  the  three 
apples  possesses  to  him  less  utility  or  is  less  desired 
than  was  either  of  the  two  apples  when  they  consti- 
tuted his  total  supply.  The  third  apple  conceived  of 
as  added  to  his  supply  is  spoken  of  as  the  marginal 
apple  and  its  utility  represents  the  marginal  utility  of 
apples  when  the  supply  is  three.  If  ten  apples  are 
before  him,  the  utihtj'  of  each  apple  is  no  greater  than 
the  utility  of  the  tenth  added  to  his  supply.  And  if 
we  assume  that  the  apples  would  be  unfit  to  eat  on  the 
next  day,  it  is  pretty  certain  that  he  would  be  willing 
to  give  away  part  of  his  stock.  In  other  words,  with 
ten  perishable  apples  before  him  the  marginal  utility 
of  apples  would  probably  become  zero. 

6.  Marginal  utility  and  value. — It  must  be  evident 
to  the  reader  that  marginal  utility  and  value  are  very 
closely  related.  Indeed,  in  the  foregoing  section  I 
have  used  the  word  value  as  if  it  were  almost  a 
synonym  of  utility.     I  have  said  that  a  man  possessing 
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only  one  shirt  values  it  more  highly  than  if  he  pos- 
sesses twenty.  Here  I  was  using  the  word  value  sub- 
jectively to  indicate  the  importance  of  a  unit  of  a  good 
in  the  judgment  of  its  possessor.  In  this  subjective 
sense  we  value  all  goods  which  we  are  asked  to  buy  or 
which  we  think  of  producing  for  our  own  consump- 
tion. A  man  who  cultivates  vegetables  for  his  own 
table  necessarily  gives  some  thought  to  the  number 
of  rows  that  shall  be  in  peas,  the  number  in  beans, 
the  number  in  corn,  and  so  on.  Two  rows  of  corn 
he  may  value  highly,  a  third  row  less,  while  he  might 
decide  that  the  yield  of  a  fourth  row  would  be  of  less 
value  to  him  than  a  row  of  turnips.  By  subjective 
value  is  meant  the  importance  which  man  attaches  to 
any  object  as  a  means  of  gratifying  his  wants. 

But  in  business,  as  we  have  said,  the  word  value 
means  exchange  power :  the  value  of  a  bushel  of  wheat 
is  what  you  can  get  for  it  in  exchange.  It  is  evident 
that  the  exchange  value  of  any  article  is  somehow  very 
dependent  upon  its  subjective  value  or  utility  to  the 
consumer.  Subjective  value  fixes  the  maxmium 
above  which  the  exchange  value  cannot  rise.  Since 
all  buying  and  selling  is  done  with  money,  we  can  at 
any  time  think  of  value  and  price  as  being  synony- 
mous and  speak  of  values  in  terms  of  money.  When 
we  say  that  subjective  values  fix  the  maximum  of  ex- 
change values,  we  mean  merely  that  a  man  will  not 
pay  more  money  for  an  article  than  he  thinks  it  is 
worth  to  him.  If  the  producer  asks  a  higher  price  the 
consumer  simply  does  not  buy.     He  has  the  last  word 
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in  the  process  of  bargaining.  If  he  does  not  hke  the 
price  he  spends  his  money  in  some  other  way,  which 
he  beheves  will  yield  him  greater  satisfaction. 

Since  the  marginal  utihty  or  subjective  value  of  an 
article  tends  to  decline  as  the  supply  of  it  increases,  it 
is  evident  that  its  exchange  value  must  tend  to  dechne 
at  the  same  time,  for  consumers  subjectively,  valuing 
it  less,  will  not  buy  unless  the  price  is  lowered.  On 
account  of  this  fact  economists  of  the  ultra  psycholog- 
ical school  hold  that  marginal  utihty  and  value  are 
virtually  identical  or  at  least  that  the  value  of  an 
article  is  the  market  expression  of  its  marginal  utility. 
As  we  shall  see,  this  statement  is  not  strictly  correct, 
for  we  shall  find  that  marginal  utility  is  not  the  only 
factor  nor  the  dominant  factor  in  determining  the 
value  of  a  good.  In  the  next  chapter  we  shall  dis- 
cover that  the  cost  of  production  of  the  good  is  equally 
important. 

7.  Classes  of  consumers. — But  the  reader  may  ask, 
"In  this  world's  great  and  conflicting  markets,  of  what 
significance  is  a  man  eating  red  apples  or  a  man  who 
owns  only  one  shirt?"  What  possible  bearing  can 
their  desires  and  feelings  have  upon  market  prices? 
The  laying  out  of  a  garden  is  simple  enough.  Any- 
body knows  that  a  man  would  be  a  fool  if  he  put  in 
more  corn  than  his  family  wants  to  eat,  but  what  has 
that  got  to  do  with  the  market  price  of  cotton,  steel 
rails,  locomotives,  Panama  hats  and  automobiles? 

Simply  this.  All  the  bargaining,  buying  and  sell- 
ing and  price  fixing  in  the  world's  markets  are  deter- 
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mined  by  the  same  elemental  forces  which  we  have 
described  in  the  man  eating  apples  or  the  man  who  had 
only  one  shirt.  In  order  that  the  reader  may  see  the 
.  truth  of  this  statement  clearly  and  begin  to  unravel 
(the  apparent  snarls  of  the  markets  he  must  first  take 
I  note  of  the  fact  that  in  any  civilized  country  there  are 
t  many  different  classes  of  buj'^ers  or  consumers. 

In  the  first  place,  we  may  roughly  divide  consumers 
into  three  classes — the  rich,  the  middle  class,  the  poor. 
A  rich  man  may  want  an  article  no  more  than  a  poor 
man  and  yet  be  willing  to  pay  a  higher  price  for  it 
because  he  values  money  less.  Take,  for  example,  a 
simple  article  like  milk.  A  one  cent  advance  in  the 
price  of  a  quart  of  milk  will  not  lessen  its  consumption 
in  the  rich  man's  family,  but  it  will  in  many  poor  fam- 
ilies and  many  housewives  of  the  middle  class  will 
begin  to  be  more  economical  in  its  use.  Some  con- 
smners  of  meat  consider  it  a  necessary  of  life  and  do 
not  stop  its  consumption  even  tho  its  price  greatly 
rises ;  an  advance  of  the  price  drives  others  to  the  con- 
sumption of  fish,  and  still  others  to  an  increased  con- 
sumption of  beans,  peas  and  other  vegetables  rich  in 
proteids. 

In  the  case  of  all  commodities,  as  dealers  and  manu- 
facturers know  very  well,  there  are  different  classes  of 
consumers.  Some  buy  liberal^  without  much  regard 
to  the  price  while  others  are  most  sensitive  to  price 
changes.  Out  of  cotton  are  made  fabrics  of  great 
importance  to  the  poor.  People  of  the  middle  class 
and  the  rich  will  not  increase  their  consumption  even 
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tho  the  price  greatly  declines;  hence  an  unusually 
large  crop  of  cotton  in  normal  times  results  in 
the  fall  of  the  price  out  of  proportion  to  the  increase 
in  the  supply. 

So  in  the  case  of  each  commodity  there  are  different 
classes  of  consumers,  some  much  more  sensitive  than 
others  to  changes  in  the  value,  some  indifferent  as  to 
the  price,  who  consume  the  customary  quantity  re- 
gardless of  what  they  have  to  pay  for  it,  others  who 
reduce  their  consumption  or  stop  consuming  alto- 
gether as  the  result  of  a  certain  advance  in  price. 

8.  The  marginal  consumer. — The  consumer  who  is 
least  anxious  to  buy  and  consume,  whether  because  his 
want  is  the  least  intense  or  because  his  purchasing 
power  is  small,  is  called  the  marginal  consumer.  An 
advance  of  the  price  drives  him  out  of  the  market ;  he 
gives  up  the  article  altogether  and  looks  for  a  substi- 
tute which  will  be  cheaper.  His  place  as  marginal 
consumer  has  been  taken  by  another,  by  one  who  is 
barely  willing  and  able  to  pay  the  higher  price.  On 
the  other  hand,  if  the  price  is  lowered  another  type  of 
marginal  consumer  may  come  into  the  market,  one 
whose  desire  for  the  good  is  less  intense  or  whose 
means  are  less  ample  even  than  those  of  the  first. 
Thus  any  change  in  the  price  of  an  article  affects  the 
quality  and  rank  of  the  marginal  consumer  who  buys 
it. 

^ATien  we  take  into  account  the  fact  that  society  is 
virtually  divided  into  many  different  classes  of  con- 
sumers, different  because  of  their  tastes  and  incomes, 

II-9 
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we  can  see  clearly  why  it  is  that  a  change  in  the  market 
price  of  a  commodity  brings  about  a  change  in  the 
effective  demand  for  it,  why  a  rise  in  its  price  causes 
one  class  of  consumers  to  hold  off  and  so  to  reduce  its 
consumption,  and  why  a  lowering  of  the  price  brings 
into  the  market  a  new  class  of  consumers  causing 
increased  sales. 

In  any  industry  the  marginal  consumer  class  is  of 
great  importance.  That  class  and  the  one  just  below 
it  are  the  ones  to  which  the  appeals  of  the  advertiser 
must  be  especially  directed.  In  fact,  from  this  point 
of  view  we  might  define  the  essential  aim  of  advertis- 
ing as  being  able  to  hold  the  marginal  consumer  and 
gradually  to  lower  the  margin  of  consumption,  so  that 
people  who  are  now  indiff'erent  to  an  article  because 
of  its  price  or  lack  of  desire  for  it  shall  be  persuaded  to 
buy  it.  To  some  people  the  telephone  is  almost  a 
necessity.  They  will  have  it  in  their  offices  and  in 
their  homes  almost  regardless  of  the  price.  To  others 
it  seems  a  luxury  which  they  can  hardly  afford. 
Among  these  latter  are  found  the  marginal  consumers 
and  those  who  are  almost  persuaded.  It  is  to  these 
that  the  advertisements  of  the  telephone  company 
should  be  addressed. 

9.  Marginal  concept  in  other  fields. — This  marginal 
concept  is  a  useful  one  outside  of  economics.  In  pol- 
itics we  might  speak  of  the  marginal  Republican, 
meaning  thereby  the  dissatisfied  man  who  votes  the 
Republican  ticket  with  reluctance,  not  certain  that 
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he  should  not  vote  with  the  Democratic  or  some  other 
party.  The  "spell  binders"  should  aim  their  oratory 
at  him  and  not  be  content  merely  with  the  expression 
of  sentiments  which  bring  applause  from  the  ma- 
jority. 

The  slowest  ship  in  a  battle  fleet  might  be  called 
the  marginal  ship;  it  limits  the  speed  of  the  whole 
fleet. 

A  teacher  must  pick  out  the  marginal  student  in  his 
class.  Shall  he  lecture  so  clearly  and  simply  that  even 
the  dullest  student  can  understand  ?  Or  shall  he  take 
those  that  are  20  per  cent  higher  in  intellectual  ability 
and  be  satisfied  if  he  make  his  expositions  and  explana- 
tions intelligible  to  them,  letting  those  more  dull 
flounder  as  they  please  ?  Every  teacher  unconsciously 
does  this,  altho  some  think  they  have  in  mind  the 
capacity-  of  the  average  student.  But  that  cannot 
be  true,  for  there  is  no  such  thing  as  an  average 
student. 

The  preacher  to  be  effective  must  make  his  strong- 
est appeal  to  the  wavering,  uncertain  ones  almost 
ready  to  renounce  their  evil  ways,  as  well  as  to  those 
members  of  his  church  who  are  sliding  backward. 

10.  Consumer's  surplus. — As  we  have  seen,  the 
w'ants  of  men  differ  greatly  and  are  subject  to 
diminution  as  they  are  gratified.  A  man's  valuation 
of  money  depends  verj-  much  upon  the  amount  in  his 
possession.  The  more  money  he  has,  the  higher  the 
price  he  is  willing  to  pay  for  the  gratification  of  anj- 
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desire.  Of  two  men  who  want  an  article  with  equal 
intensity  the  one  who  has  the  more  money  is  likely  to 
be  willing  to  pay  the  higher  price. 

We  have  also  seen  that  the  price  or  value  of  an 
article  is  somehow  related  to  its  marginal  utility, 
tending  to  coincide  with  it.  We  have  seen  that  the 
price  of  an  article  must  be  one  satisfactory  to  the 
marginal  consumer,  the  one  who  is  willing  to  pay  the 
least  for  it. 

It  follows,  therefore,  that  many  of  us  are  able  to 
buy  articles  at  prices  lower  than  we  would  be  willing 
to  pay  if  necessary.  Many  people  get  milk  at  ten 
cents  a  quart  who  would  buy  just  as  much  at  twenty 
cents  a  quart  if  that  were  the  market  price.  But  the 
marginal  consumer  keeps  the  price  at  the  lower  figure, 
for  if  it  is  advanced  he  stops  buying  and  the  product 
is  not  sold.  Many  of  us  would  buy  as  many  lead 
pencils  at  ten  cents  apiece  as  we  now  buy  at  five,  but 
the  marginal  consuming  class  of  buyers  forbids  the 
advance ;  if  it  were  made  they  would  stop  buying  and 
the  whole  product  could  not  be  marketed. 

Thus  it  happens  that  the  prices  or  values  of  articles 
in  the  market,  in  so  far  as  they  are  determined  by  the 
will  and  desire  of  purchasers,  represent  the  intensity 
of  the  desire  of  the  marginal  consuming  classes  and 
not  the  average  of  the  total  desire  for  the  article. 
Hence  most  of  us  are  able  to  obtain  with  our  money 
the  enjoyment  of  goods  for  which  we  would  be  willing 
to  pay  a  higher  price  if  we  had  to.  If  a  man  is  willing 
to  pay  a  dollar  for  an  extra  pair  of  suspenders  but  is 
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able  to  buy  them  for  fifty  cents,  he  is  evidently  getting 
a  dollar's  worth  of  satisfaction  at  half  price. 

Economists  call  this  mipaid-for  satisfaction  the 
consumer's  surplus.  It  may  be  defined  as  follows: 
That  part  of  a  consumer's  satisfaction  or  enjoyment 
which  is  more  than  sufficient  to  compensate  for  the 
sacrifice  necessary  to  obtain  it. 

The  marginal  consumer  gets  no  surplus.  He  is 
barely  compensated  for  the  sacrifice  he  makes.  All 
above  him  who  desire  the  article  more  intensely  or  who 
have  more  ample  means  to  purchase,  are  assumed  to 
get  more  satisfaction  than  they  really  pay  for. 

11.  A  Yankee  auction. — An  auction  is  a  device 
adopted  by  the  seller  to  circumvent  the  law  of  dimin- 
ishing utility  and  destroy  the  consumer's  surplus.  In 
a  market  uniform  prices  prevail.  A  seller  cannot  ask 
a  high  price  of  one  buyer  and  a  low  price  of  another 
unless  he  is  willing  to  lose  standing  among  his  cus- 
tomers. But  at  an  auction  the  buyers  are  shrewdly 
put  into  competition  with  one  another  and  out  of  each 
buyer  is  coaxed  the  price  which  he  is  willing  to  pay. 

In  rural  districts,  especially  in  Xew  England, 
auctions  of  household  goods  and  farm  implements 
always  attract  crowds  from  many  miles  around,  some 
intending  to  buy,  others  seeking  diversion.  When  a 
farmer  advertises  an  auction  of  his  property,  his 
neighbors  sometimes  utilize  the  auction  to  dispose  of 
surplus  furniture  and  china,  having  discovered  that  in 
this  way  they  can  get  better  prices  than  if  they  try 
to  sell  their  stuff  at  a  fixed  price. 
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Let  us  suppose  that  Ezekiel  Jones  announces  an 
auction  of  his  household  belongings  and  that  a  grand- 
father's clock  is  listed  on  the  bill.  Let  us  suppose  also 
that  three  men  go  to  that  auction  with  their  minds 
made  up  to  bid  for  that  clock.  One  has  been  urged 
by  his  fiancee  to  buy  it  for  their  new  home,  and  he  has 
resolved  to  bid  up  to  $75  rather  than  not  get  it.  The 
wife  of  the  second  has  expressed  a  desire  for  it  and 
he  has  fixed  the  limit  of  his  bidding  at  $50.  The 
mother-in-law  of  the  third  has  expressed  a  desire  for 
the  clock  and  he  has  resolved  to  bid  at  least  $25  for  it. 

So  when  the  clock  is  brought  forth  the  third  man 
starts  the  bidding  at  $10;  the  second  raises  him  to 
$15,  and  the  first  goes  up  to  $20.  The  first  goes  to 
$25,  then  drops  out  as  the  two  other  bidders  push  the 
price  on  up  to  $50;  then  the  second  man  drops  out, 
and  the  first  man  has  no  competition  except  perhaps 
the  bidding  of  a  shrewd  confederate  of  the  auctioneer, 
who  may  push  the  price  up  to  $75,  at  which  the  clock 
goes  to  the  man  who  wants  to  please  his  sweetheart. 

Half  an  hour  later,  let  us  suppose,  a  second  clock 
is  brought  forth,  just  like  the  first.  Again  there  is 
lively  bidding,  but  the  man  who  has  bought  a  clock 
takes  no  part.  To  his  disgust  he  sees  the  second  clock, 
which  is  quite  as  fine  as  his  own,  knocked  down  at  $50. 
Then  suppose  that  half  an  hour  later  a  third  clock  of 
the  same  sort  is  brought  out.  There  is  only  one  man 
in  the  crowd  who  wants  it,  but  by  the  aid  of  the 
auctioneer's  confederate  he  may  be  forced  to  bid  up 
to  $25. 
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Thus  the  three  clocks  are  sold  for  a  total  of  $150, 
whereas  if  they  had  been  price-marked  and  sold  as  in 
a  market,  each  having  the  same  price,  that  price  could 
not  have  been  above  $25,  for  at  a  higher  price  only 
two  of  the  clocks  would  have  been  sold.  In  this  and  in 
other  ways  a  shrewd  auctioneer  can  alwa\^s  earn 
his  fee. 

12.  Economic  life  of  commodities. — The  reader 
may  object  to  the  foregoing  illustration  as  not  being 
pertinent  because  the  farmer  might  have  priced  the 
three  clocks  at  $50  each,  sold  two  of  them,  and  then 
have  taken  in  more  money  than  by  selling  all  three  at 
$25  apiece.  He  might  better,  it  will  be  said,  have  sold 
two  clocks  at  $50  apiece  and  kept  possession  himself  of 
one  clock. 

This  objection  or  criticism  overlooks  the  fact  that 
virtually  all  goods  are  now  made  to  be  sold  and  that 
there  is  a  definite  period  during  which  they  must  be 
sold.  In  the  case  of  the  Yankee  auction  we  assumed 
that  the  goods  must  all  be  sold  on  a  single  day  and 
showed  that  the  sale  by  auction  was  more  effective 
than  a  sale  by  fixed  price.  A  similar  assumption  can 
be  made  with  respect  to  all  commodities. 

By  the  economic  life  of  a  commodity  is  meant  the 
period  during  which  it  retains  its  utility  and  is  there- 
fore in  demand.  The  economic  life  of  berries  and 
other  fruit  is  very  brief;  they  must  be  sold  within  a 
few  days  after  picking  or  their  utility  will  vanish,  a 
fact  which  accounts  for  the  bargain  prices  for  fruits  on 
Saturday  evenings.     The  utility  of  some  other  goods 
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depends  on  the  seasons,  lasting  only  a  few  months; 
hence  the  bargain  prices  for  summer  goods  late  in 
August.  The  utility  of  yet  other  goods  is  due  to 
fashion,  and  fashion  is  a  capricious  goddess;  things 
that  please  her  today  have  no  charm  tomorrow. 

There  are  many  other  reasons  why  goods  must  be 
sold  within  a  definite  period.  The  most  important 
one  is  the  producer's  need  for  the  restoration  of  the 
capital  which  he  has  paid  out  in  the  hire  of  labor  and 
in  the  purchase  of  raw  materials.  His  bank  will 
carry  him  for  a  tim.e,  but  that  means  the  payment  of 
interest  and  is  expensive.  Whether  his  goods  are 
perishable  or  not,  he  wants  back  the  value  which  is 
tied  up  in  them,  and  he  would  rather  sell  at  some  sac- 
rifice than  become  too  heavy  a  debtor  at  the  bank. 

In  some  measure,  therefore,  the  consumer  holds  the 
whip-hand  in  the  fixing  of  prices.  He  is  not  obliged 
to  buy  any  particular  article,  yet  the  producer  in  a 
way  is  obliged  to  sell.  For  this  reason  the  marginal 
consumer  becomes  a  personage  of  exceedingly  great 
importance  in  any  industry. 

13.  The  market  price. — Furthermore,  in  contrast- 
ing the  Yankee  auction  with  existing  business  con- 
ditions, the  reader  should  take  note  of  the  fact  that  in 
an  ordinary  market  many  sellers  are  competing  with 
one  another  and  that  no  one  of  them  is  able  to  fix 
the  market  price,  whereas  at  the  auction  there  was  an 
apparent  lack  of  competition  among  the  sellers. 
Ezekiel  may  have  kept  the  $75  received  from  his 
clock,  but  he  may  have  agreed  with  the  owners  of  the 
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two  other  clocks  to  divide  the  proceeds  of  their  sale 
evenly  between  them. 

In  a  market  there  are  no  such  agreements  and  no 
such  differences  in  price.  At  any  particular  time  the- 
market  price  of  any  commodity  tends  toward  that 
figure  which  in  the  judgment  of  the  shrewdest  buyers 
and  sellers  will  hold  the  custom  of  the  marginal  con- 
sumer. If  sales  are  slower  than  was  expected  it  is 
known  that  the  price  must  be  lowered  in  order  that 
less  eager  buyers  may  be  brought  into  the  market. 
On  the  other  hand,  if  sales  are  unusual  in  volume  the 
dealers  try  an  advance  of  prices  by  competing  with 
one  another,  eacli  seeking  to  sell  his  entire  stock  within 
a  given  period  of  time. 

Thus  market  prices  are  the  product  of  various  and 
conflicting  forces  and  desires,  and  among  these  the 
marginal  consumer  is  one  of  the  most  important. 
The  position  and  power  of  the  producer  we  will  con- 
sider in  the  next  chapter. 

REVIEW 

What  are  consumable  goods  and  what  gives  them  their  utility? 

Show  by  an  illustration  what  vou  understand  by  marginal  util- 
ity. 

The  subjective  value  of  an  article  as  the  economist  conceives  it 
and  the  exchange  value  which  the  business  man  understands 
tend  to  decline  at  the  same  time.     Why? 

Who  is  the  marginal  consumer  and  why  is  he  so  important  in 
the  business  world? 

What  is  the  consumer's  surplus?  Why  is  the  purchaser  at  an 
auction  sale  likely  to  lose  a  part  or  all  of  this  surplus  ? 

What  essential  advantage  does  the  ordinary  market  have  over 
an  auction  sale?     What  determines  that  advantage? 


CHAPTER  VIII 

VALUE  AND  THE  PRODUCER 

1.  The  producer  controls  the  supply. — In  the  pre- 
ceding chapter  we  have  seen  that  the  consumer  has 
much  to  do  in  the  creation  of  the  phenomenon  called 
value.  From  him  comes  the  demand  for  commodi- 
ties, and  so  he  might  seem  to  be  in  absolute  control  of 
their  value. 

But  the  consumer  cannot  wholly  control  his  desires. 
Imperious  wants  possess  his  soul  and  he  demands 
their  gratification.  The  producer,  knowing  the  ex- 
istence of  those  wants,  brings  into  existence  the  things 
that  gratify  them  and  demands  a  price  which  will  give 
him  compensation  for  his  labor  and  sacrifices. 

The  producer  controls  the  supply.  If  the  price 
offered  him  is  unsatisfactory,  he  declines  to  produce, 
and  the  competition  which  follows  among  consumers 
for  the  possession  of  the  lessened  supply  causes  the 
price  to  rise. 

Thus  it  is  evident  that  in  the  determining  of  market 
prices  or  values  the  producer  is  a  factor  quite  as  im- 
jportant  as  the  consumer.  In  one  the  demand  origi- 
[ nates;  the  other  brings  forth  the  supply. 

2.  Value  and  cost  of  production. — As  we  have  said 
in  a  previous  chapter,  cost  of  production  means  the 
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amount  of  human  effort  necessary  to  produce  an  ar- 
tiqle.  A  farmer  who  builds  a  fence  around  a  new 
pasture,  devoting  a  week  to  the  task  and  doing  all 
the  work  himself,  would  probably  think  it  had 
cost  him  only  the  amount  of  money  he  paid  out  for 
posts,  boards,  nails,  but  he  would  be  mistaken.  That 
would  be  merely  its  expense  of  production.  The  real 
cost  would  be  the  week's  labor  plus  the  labor  that 
brought  him  the  money  which  paid  for  the  materials 
used,  plus  the  care  and  constraint  necessary  to  save 
the  money. 

In  the  production  of  goods  capital  as  w^ell  as  labor 
is  employed.  The  producer  expects  to  sell  at  a  price 
that  will  enable  him  to  replace  the  capital  used  up, 
to  pay  interest  to  its  owner,  to  pay  the  wages  of 
labor,  and  still  have  left  a  surplus  or  profit  at  least 
equal  to  what  he  might  have  made  by  working  for 
others.  If  the  market  for  any  article  is  disappoint- 
ing and  some  producers  are  compelled  to  sell  below 
cost,  those  who  are  less  able  to  hold  on  in  the  hope  of 
a  higher  price  in  the  future  will  cease  to  produce, 
whereupon  as  a  result  of  the  lessening  of  the  supply 
the  market  price  tends  to  rise.  On  the  other  hand, 
if  the  market  for  an  article  is  far  above  the  cost,  so 
that  its  makers  are  earning  unusual  profit,  new  men 
are  tempted  to  put  their  capital  and  energ\'  into  the 
industry,  and  those  already  engaged  in  it  are  inclined 
to  increase  their  output;  the  result  is  an  increase  of 
production,  an  increase  of  supply  and  a  tendency  of 
the  price  to  move  downward. 
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Thus  it  is  clear  that  value  or  price  in  the  long  run 
fluctuates  about  the  cost  of  production,  always  tend- 
ing to  coincide  with  it.  This  fact  was  so  obvious  to 
the  economists  of  the  last  century,  particularly  those 
of  the  English  Classical  School,  that  many  of  them 
made  cost  the  deteiTnining  factor  in  the  creation  of 
value.  This  was  a  mistake;  as  we  have  seen,  utility 
is  also  an  important  factor.  Which  is  the  more  im- 
portant, cost  or  utility,  it  would  be  idle  to  discuss. 
It  would  be  like  trying  to  decide  which  is  the  more 
important — the  fishhook  or  the  fishline,  the  pipe  or 
the  tobacco,  the  lamp  or  the  kerosene,  the  button  or 
the  button  hole,  the  hook  or  the  eye,  the  upper  or  the 
lower  blade  of  a  pair  of  scissors. 

3.  Marginal  producer. — The  cost  of  producing  an 
article  varies  in  different  factories  and  in  different 
locations.  This  fact  is  most  noticeable  in  the  extrac- 
tive industries,  such  as  agriculture  and  mining,  where 
production  is  clearly  subject  to  the  law  of  diminish- 
ing returns  and  increasing  costs.  But  it  is  true  also 
in  the  case  of  manufacturing  industries.  The  costs 
in  one  factory  may  be  relatively  low  because  of  its 
advantageous  location  near  a  railway,  or  because  it 
utilizes  water  power  at  little  expense,  or  because  its 
owner  has  mastered  a  process  known  only  to  a  few,  or 
because  it  is  located  in  a  community  w^here  cheap  labor 
is  available.  On  account  of  circumstances  like  these 
it  is  not  possible  to  say  definitely  what  the  cost  of  any 
article  is.  If  we  knew  what  its  cost  was  in  all  the 
factories  where  it  was  produced,  we  could,  of  course, 
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get  its  average  cost,  but  that  is  impracticable  and  the 
information  would  not  be  worth  the  effort  to  get  it. 

Society  is  greatly  benefited  by  any  reduction  of 
costs  and  men  of  inventive  genius  are  constantly  at 
work  seeking  to  bring  this  about.  The  man  whose 
costs  are  lowest  can  sell  at  the  lowest  price  without 
suffering  loss  and,  on  the  other  hand,  make  the  big- 
gest profit  when  prices  are  high. 

With  which  of  these  various  costs  does  value  tend 
to  coincide?  Is  it  with  the  lowest  cost,  with  the  high- 
est cost,  or  with  the  average  cost  ? 

It  may  seem  paradoxical  to  the  reader  who  has 
never  thought  of  this  subject  before,  yet  it  is  a  fact 
that  the  value  of  any  article  always  tends  to  coincide 
with  the  cost  of  that  part  of  the  supply  which  is  pro- 
duced at  the  gi-eatest  disadvantage,  so  that  in  any  in- 
dustry those  factories  in  which  costs  are  highest  are 
more  important  in  the  determination  of  value  and 
market  prices  than  all  the  others.  For  convenience 
such  factories  are  called  the  marginal  producers. 
They  are  said  to  be  on  the  margin  of  production. 

It  is  evident  that  the  marginal  producer,  the  man 
whose  costs  are  highest,  is  the  most  anxious  about 
prices,  is  least  willing  to  sell  when  prices  are  low,  and 
is  the  first  to  suffer  loss  when  the  market  for  his 
article  weakens.  He  stands,  as  it  were,  on  the  margin 
of  prosperity,  on  its  ver}^  edge,  and  is  easily  pushed 
over  the  precipice  into  bankruptcy. 

In  times  of  great  prosperity,  when  the  prices  of 
many  articles  are  advancing,  the  marginal  producers 
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in  some  industries  begin  to  make  great  profits,  then 
more  entrepreneurs  and  more  capital  are  attracted 
into  those  industries,  more  factories  are  built,  and 
more  goods  are  manufactured,  even  tho  the  cost  in 
the  new  factories  exceeds  that  in  any  of  the  old. 
The  old  marginal  producers  are  now  no  longer  on 
the  margin,  a  new  class  stands  there,  and  as  a  result 
of  the  increase  in  the  output  there  is  normally  a 
tendency  toward  lower  prices.  If  prices  do  go  back 
to  the  old  level,  the  new  marginal  producers  are  the 
first  to  suffer  and  those  who  are  financially  weak  are 
compelled  to  withdraw  from  the  game.  On  the  other 
hand,  if  in  spite  of  the  increased  supply  the  market 
absorbs  all  the  product  and  demands  more,  then 
prices  will  continue  to  rise  and  still  other  producers, 
some  of  them  not  well  equipped  to  cope  with  the 
problem  of  costs,  will  enter  the  field  and  thus  again 
a  new  class  of  marginal  producers  will  be  created. 

It  follows  therefore  that  in  economics  the  marginal 
producer  is  an  important  personage,  rivaling  the 
marginal  consumer.  The  one  is  least  anxious  to  sell 
and  most  anxious  for  a  high  price ;  the  other  is  least 
anxious  to  buy  and  is  insistent  upon  a  low  price. 
Figuratively  speaking,  these  two  people  meet  in  the 
world's  markets,  do  their  best  to  circumvent  each 
other,  higgle  and  haggle  and  bargain,  accuse  each 
other  of  various  unfair  practices — and  the  outcome 
of  all  their  dickering  and  bickering  is  the  market  price. 

It  goes  without  saying  that  no  man  would  like  to 
admit  that  he  is  a  marginal  producer;  it  would  seem 
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to  be  an  admission  of  incompetence  or  stupidity.  Xor 
do  marginal  consumers  advertise  themselves  as  such 
lest  they  be  suspected  of  meanness  and  stinginess. 
In  reality  these  two  important  classes  in  an)-  com- 
munity light  out  the  price-fixing  battle,  not  only  with- 
out knowing  one  another,  but  even  without  knowing 
that  they  are  engaged  in  it.  The  marginal  consumer 
fights  when  he  walks  out  of  a  store  without  buying 
because  the  price  is  too  high;  the  marginal  producer 
fights  when  he  shuts  do^vn  his  factory  and  curtails 
the  output,  virtually  saying  to  the  consumer,  "If  you 
won't  pay  my  price,  you  can't  have  any  more  goods 
from  me." 

4.  Costs  when  competition  is  free. — In  the  forego- 
ing discussion  freedom  of  competition  has  been  as- 
sumed, men  being  free  to  enter  any  industry  which 
offers  satisfactory^  returns.  But  this  should  not  be 
understood  to  mean  that  there  is  any  large  body  of 
capital  standing  ready  to  enter  an  industry  at  an  in- 
stant's notice  as  soon  as  a  prospect  of  a  satisfactory 
return  appears.  For  several  reasons  capital  and 
labor  cannot  always  be  advantageously  transferred 
from  one  industry  to  another.  In  the  first  place,  in 
many  industries  different  kinds  of  skilled  labor  are 
required,  and  the  supply  of  this  is  usually  limited. 
In  the  second  place,  the  business  manager  of  many 
an  industry  must  be  a  man  possessing  not  only  execu- 
tive ability  but  also  technical  knowledge,  and  the 
number  of  such  men  is  limited;  in  fact,  such  men  are 
usually  well  employed.     In  the  third  place,  many 
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industries  are  dominated  by  such  large  combinations 
of  capital  that  a  newcomer  is  at  a  disadvantage  in 
the  purchase  of  raw  materials  and  in  the  transporta- 
tion of  his  products,  not  to  mention  the  fact  that  his 
big  competitor  enjoys  the  advantages  of  large-scale 
production,  can  usually  increase  its  output  easily, 
undersell  him,  and  finally  drive  him  from  the  market. 

In  so  far,  however,  as  competitive  conditions  do 
prevail,  the  market  price  of  an  article  tends  to  coin- 
cide with  its  highest  cost  of  production.  An  agri- 
cultural product  like  wheat  furnishes  a  good  illus- 
tration. When  wheat  sells  at  $1  a  bushel,  no  farmer 
will  knowingly  sow  it  on  a  field  where  its  cost  will 
exceed  that  sum.  If  its  price  advances  to  $1.50  be- 
cause of  an  increase  in  the  demand  for  it,  without  a 
corresponding  increase  in  the  supply,  farmers  will 
then  cultivate  it  on  fields  where,  because  of  less  fer- 
tility Or  more  distant  location,  the  cost  is  near  that 
figure.  If  the  price  rises  to  $2,  still  poorer  and  more 
distant  land  is  brought  under  cultivation. 

Let  us  suppose  that  there  are  ten  different  varieties 
of  wheat  land  in  a  certain  country,  calling  the  best 
No.  1  and  the  poorest  No.  10,  and  let  us  suppose  that 
$2  a  bushel  covers  the  cost  of  producing  wheat  on 
land  No.  8.  If  the  demand  for  wheat  is  such  that 
wheat  can  be  sold  at  $2,  land  No.  8  will  be  cultivated ; 
but  if  the  price  falls  below  $2,  the  cultivation  of  that 
land  will  cease.  Thus  variations  in  the  supply  of 
wheat  which  affect  value  are  due  to  changes  in  the 
supply  of  wheat  produced  on  the  poorest  land  under 
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cultivation.  For  this  reason  economists  call  such 
land  marginal  land  and  hold  that  the  price  of  wheat 
in  the  long  run  tends  to  coincide  with  its  marginal 
cost,  that  is,  with  its  cost  of  production  on  the  land 
least  fitted  for  its  cultivation. 

The  reader  should  note  that  the  value  of  wheat  is 
not  determined  by  the  cost  of  its  production.  Xo 
consumer  pays  $2  for  wheat  because  it  costs  that 
sum.  Xor  is  any  producer,  or  set  of  producers,  able 
to  fix  the  price.  The  price  is  the  result  of  competi- 
tion among  the  buyers  who  want  the  goods,  and  of 
competition  among  the  producers  who  are  unwilling 
to  produce  unless  they  can  make  a  profit.  In  a 
sense  this  competition  is  involuntary  and  unconscious ; 
the  consumer  is  simply  seeking  to  get  the  most  satis- 
faction out  of  the  expenditure  of  his  income;  the 
producer  is  thinking  merely  of  compensation  for  his 
labor  and  enterprise.  The  consumer  will  not  pay 
for  an  article  more  than  it  seems  worth  to  him.  The 
producer  will  not  make  the  article  unless  he  can  sell 
it  at  a  profit.  As  a  result  of  this  involuntary  com- 
petition among  consumers  and  producers,  we  have 
changes  in  the  demand  for  and  supply  of  goods  and, 
consequently,  changes  in  their  values. 

5.  Monopoly  costs  and  prices. — ^Wlien  a  concern 
has  a  virtual  monopoly  in  the  manufacture  and  sale 
of  any  article,  the  competition  of  other  producers 
being  a  negligible  quantity,  it  is  able  by  the  regulation 
of  its  own  output  to  exercise  great  command  over  the 

value  and  market  price.     An  absolute  monopolv  can, 

u-io 
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of  course,  exact  any  price  from  a  consumer  that  it 
pleases  to  ask,  but  it  cannot  compel  the  consumer  to 
buy.  If  it  wishes  to  make  the  most  money  possible 
it  must  give  heed  to  consumers'  wants,  whims  and 
caprices.  It  may  regulate  supply,  but  it  cannot  con- 
trol demand.  For  this  reason  it  is  wrong  to  think  of 
monopolistic  prices  as  being  dependent  entirely  upon 
the  will  of  the  monopolist. 

A  monopolistic  concern  is,  of  course,  in  business 
for  the  purpose  of  making  money.  If  it  is  a  cor- 
poration its  directors  wish  to  be  able  to  pay  large 
I  dividends  to  its  stockholders.  The  aim  of  monopoly 
is  the  greatest  possible  profit,  not  the  highest  possi- 
ble price  at  which  some  of  its  goods  may  be  sold.  In 
determining  the  price  that  shall  be  asked,  the  manager 
of  a  monopolistic  business  thinks  not  of  the  cost  of 
production  but  of  the  possible  sales  and  profits  at 
different  prices.  He  is  anxious  to  find  the  price  that 
will  jaeld  the  maximum  net  profit.  That  price  may 
be  a  low  one,  not  far  above  the  cost  of  production, 
for  at  the  low  figure  the  demand  may  be  enormous; 
or  the  price  may  be  100  per  cent  above  the  cost  and 
yet  the  sales  be  sufficient  to  yield  a  profit  larger  than 
if  the  price  were  lower.  A  monopolist  is  not  much 
concerned  about  the  amount  of  profit  per  article ;  the 
largest  possible  net  income  is  what  he  wants,  and  he 
is  quite  ready  to  offer  his  article  at  a  low  price  if  in 
that  way  he  secures  the  desired  result.^ 

1  On  account  of  their  potential  influence  upon  prices,  monopolies  are 
feared  by  the  public  and  are  generally  subject  to  governmental  regula- 
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6.  Regulation  of  supply. — The  regulation  of  the 
supply  of  an  article  produced  under  conditions  of 
free  competition  is  manifestly  a  difficult  matter.  The 
greater  the  number  of  competitors,  the  greater  the 
difficulty.  If  there  are  only  a  few  competitors,  each 
can  get  some  knowledge  of  the  plans  and  of  the 
capacity  of  the  others  and  so  regulate  his  own  output 
that  a  surplus  product  shall  not  be  thrown  on  the 
market.  But  when  the  number  of  competitors  is 
large,  each  works  more  or  less  in  the  dark,  being  un- 
certain both  as  to  the  strength  of  the  demand  and  the 
amount  of  the  forthcoming  supply. 

Since  it  is  most  important  that  the  supply  of  an 
article  shall  not  exceed  the  demand  at  a  price  which 
will  net  a  profit,  nearly  every  industrj^  has  its  trade 
paper,  which  seeks  to  keep  its  subscribers  informed 
as  to  market  conditions  and  prospects  and  as 
to  the  probable  output.  The  value  of  these  trade 
papers  is  attested  by  the  fact  that  in  the  last  thirty 
years  they  have  become  the  most  lucrative  branch  of 
journalism. 

Of  monopoly  we  might  say  that  it  is  able  to  exam- 
ine the  present  with  a  microscope  and  look  at  the 
future  thru  a  telescope,  so  that  it  is  able  to  regu- 
late its  output  in  such  a  way  as  to  protect  itself 
against  the  ebb  and  flow  of  demand.  But  competi- 
tion is  blind;  it  must  either  depend  upon  the  eyes  of 
trained  observers  or  grope  its  way  thru  the  industrial 
labyrinth,  guided  almost  solely  by  instinct. 

tion.    The  subject  is  fully  treated  in  Volume  24  of  the  Modem  Business 
Texts,  entitled  "Business  and  the  Government." 
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The  mining  of  gold  furnishes  an  excellent  illus- 
tration of  the  results  of  unrestricted  competition. 
Most  of  the  world  uses  gold  as  money;  and  its  value 
tends  to  fall,  and  prices  to  rise,  as  the  supply  in- 
creases. No  man  knows  today  what  the  value  of 
money  will  be  a  year  hence.  Its  value  is  not  deter- 
mined by^any  legislative  body  nor  by  any  mint.  It 
depends  wholly  upon  the  supply  of  money  in  rela- 
tion to  the  demand  /or  it.  Since  1897,  because  the 
supply  of  gold  increased  faster  than  the  demand,  its 
value  has  greatly  fallen;  and  the  prices  of  commodi- 
ties in  general  have  greatly  advanced,  causing  much 
distress  to  people  of  small  and  fixed  incomes.  If 
the  mining  of  gold  could  be  made  a  governmental 
monopoly,  all  governments  concerned  acting  in  har- 
mony, the  annual  output  might  be  so  regulated  as  to 
prevent  any  great  change  in  the  value  of  gold,  so 
that  the  prices  of  commodities  in  general  would  never 
greatly  decline  or  advance. 

In  this  section  I  have  spoken  of  a  part  of  a  product 
as  being  a  surplus.  The  reader  should  be  careful 
to  notice  that  this  word,  which  is  much  used  in  busi- 
ness, does  not  mean  an  excess  of  production  above 
possible  consumption.  It  means  a  greater  surplus 
of  goods  than  can  be  sold  at  a  certain  price.  In  dis- 
cussions of  foreign  trade  it  is  often  said  that  the 
United  States  exports  its  surplus  cotton  to  Europe. 
This  so-called  surplus  is  merely  that  part  of  the  sup- 
ply of  cotton  which  the  people  of  the  United  States 
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do  not  wish  to  buy  at  the  price  which  prevails  in  the 
world's  market. 

7.  Law  of  increasing  disutility. — Every  man  who 
has  done  any  work  requiring  muscular  effort  knows 
the  ache  of  labor,  and  if  he  has  worked  continuously 
for  several  hours  he  knows  that  the  ache  is  greater 
at  the  end  than  at  the  beginning.  All  animals  love 
activity  if  it  can  be  followed  by  rest  when  weariness 
comes.  The  man  who  hoes  half  an  hour  in  his  garden 
every  morning  for  the  sake  of  exercise  doubtless  gets 
pleasure  out  of  it,  but  let  him  hoe  all  day  and  he 
will  know  what  the  economist  means  by  the  pain  of 
work. 

This  pain  the  economists  call  disutility,  for  it  is 
the  opposite  of  the  pleasure  or  satisfaction  one  gets 
from  a  utility.  Unfortunately  to  a  man  who  has 
never  worked  we  can  give  no  idea  of  the  meaning 
of  the  pain  of  labor.  We  might  as  well  describe  a 
landscape  to  a  man  who  was  born  blind,  or  one  of 
Mozart's  symphonies  to  a  man  born  deaf.  All  w^e 
can  say  is  that  pain  is  a  state  of  consciousness  which 
we  do  not  wish  to  have  repeated. 

We  have  already  learned  that  utility,  or  enjoy- 
ment, tends  to  decrease  with  repetition;  and  we  have 
given  that  fact  general  expression  in  the  law  of  di- 
minishing utility.  In  the  case  of  pain  the  opposite ' 
is  true.  The  longer  a  man  saws  wood  the  more  irk- 
some it  becomes.  The  performance  of  any  task,  even 
tho  agreeable  at  first,  finally  becomes  tedious  and 
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positively  painful  if  continued  long  without  interrup- 
tion. Pain  from  its  very  nature  seems  to  increase  so 
long  as  the  cause  is  present.  A  toothache  that  is 
hardly  noticed  in  the  morning  becomes  unendurable 
in  the  afternoon,  altho  a  dentist  might  find  that  the 
nerve  was  not  exposed  more  at  one  time  than  at  the 
other.  This  tendency  of  pain  to  increase  as  a  result 
of  repetition  economists  call  the  law  of  increasing 
disutility. 

This  law  has  some  relation  to  value;  for  all  goods 
are  the  product  of  work,  and  their  value  must  be  suf- 
ficient to  compensate  the  worker  for  the  pain  or  dis- 
utility that  has  been  voluntarily  endured.  Men  dis- 
like long  working  daj^s,  for  the  pain  of  labor  is  much 
greater  after  eight  hours  than  after  six.  Hence,  if 
possible,  men  avoid  occupations  which  give  them  little 
time  for  rest  or  recreation.  That  is  one  reason  for 
the  increasing  scarcity  of  farm  labor,  the  work  often 
beginning  at  sunrise  and  not  ending  till  dark. 

8.  Variations  in  cost. — In  spme  industries  costs 
of  production  may  remain  stationaiy  for  a  consider- 
able period  of  time.  Then,  as  a  result  of  competi- 
tion, the  producers  who  survive  in  these  industries 
tend  to  become  equally  proficient ;  and  a  uniform  cost 
is  approximated,  in  accordance  with  which  the  market 
price  is  determined  thru  the  regulation  of  the  supply. 
In  such  industries  a  great  increase  in  the  output  is 
often  possible  without  any  increase  in  the  cost  of  pro- 
duction per  unit. 

In  other  industries,  notably  the  extractive,  we  have 
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already  shown  that  the  law  of  diminishing  returns  ap- 
plies. Hence  as  population  increases,  costs  tend 
to  rise  unless  checked  by  improved  methods  of  pro- 
duction and  transportation. 

In  many  of  the  manufacturing  industries,  under 
certain  conditions  a  law  of  increasing  returns  prevails ; 
and  the  tendency,  therefore,  is  toward  lower  costs 
and  prices  as  consumption  increases.  The  causes  are 
various.  Among  the  most  important  are  the  advan- 
tages of  large-scale  production,  of  which  one  of  the 
most  important  is  the  manufacture  of  machinery  in 
standard  parts.  A  country  manufacturing  only 
1,000  automobiles  is  evidently  at  a  disadvantage  w^ith 
the  country  manufacturing  500,000.  Furthermore, 
as  an  industry  increases  in  volume  it  becomes  more 
attractive  to  skilled  labor;  and  its  work,  therefore,  is 
more  efficiently  done.  At  the  same  time  the  very 
size  of  the  industry  furnishes  an  incentive  to  the  man- 
ager to  improve  his  organization  to  the  utmost  and  to 
introduce  economies  which  would  hardly  seem  worth 
while  in  a  smaller  establishment. 

There  is  a  limit,  of  course,  to  the  profitable  growth 
of  any  industry  under  a  single  management,  for  there 
is  a  point  beyond  which  the  difficulty  of  superintend- 
ence becomes  insurmountable.  There  is,  further- 
more, a  limit  to  a  man's  executive  ability.  Great 
executives  in  business  are  not  numerous;  and  altho 
they  can  delegate  much  of  their  authority  and  re- 
sponsibility to  others,  yet  experience  has  proved  that 
too  heavy  a  burden  may  be  placed  on  the  shoulders  of 
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any  man  however  great  his  genuis  for  organization 
and  control. 

9.  Joint  cost. — Numerous  articles  are  called  by- 
products because  they  are  produced,  not  in  the  first 
instance  because  of  their  own  utility,  but  in  connec- 
tion with  more  important  articles.  For  example,  the 
leading  products  of  the  Standard  Oil  Company  are 
refined  petroleum,  or  kerosene,  and  gasolene;  but  in 
the  manufacture  of  these  articles  numerous  other 
articles  of  less  importance  and  value  are  produced, 
such  as  candles  and  vaseline.  The  demand  for  cattle 
is  a  composite  demand  for  hides  and  beef.  Neither 
of  these  could  be  considered  a  by-product  unless  the 
demand  for  one  was  so  gi'cat  that  it  could  be  sold  at  a 
price  so  high  that  the  price  of  the  other  would  be  a 
negligible  quantity. 

Does  the  value  of  two  articles  produced  jointly 
tend  to  coincide  with  their  joint  cost  on  the  margin 
of  production?  Or  is  the  cost  of  one  more  important 
than  the  cost  of  the  other?  It  all  depends  on  the 
strength  of  the  demand.  Take  a  steer,  for  instance. 
If  there  is  a  strengthening  demand  for  beef  and  its 
price  doubles,  while  the  demand  for  leather  does  not 
increase,  there  will  be  an  increase  in  the  production  of 
beef  and  necessarily  also  an  increase  in  the  supply 
of  leather.  Leather  will  then  weaken  in  price  while 
beef  is  advancing,  and  if  the  demand  for  beef  keeps  on 
increasing,  it  is  conceivable  that  leather  might  be- 
come exceedingly  cheap.  The  ranchman,  of  course, 
would  think  only  of  the  price  he  could  get  for  his 
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steers;  it  would  not  matter  to  hini  whether  the  de- 
mand for  them  was  chiefly  for  hides  or  for  beef. 

In  the  long  rmi,  when  competition  prevails,  the  ' 
combined  value  of  a  product  and  all  its  by-products 
must  tend  to  equal  their  joint  cost.     But  at  any  time 
the  market  value  of  each  is  determined  by  the  strength 
of  the  demand  for  it  in  relation  to  its  supply,  and  a   > 
rise  in  the  value  of  any  one  of  them  may  cause  some   ' 
increase  in  the  output  of  all. 

10.  Marginal  utility  compensates  for  marginal 
cost. — Xo  sane  man  will  work  to  produce  something 
unless  he  expects  satisfactory  compensation  in  its  en- 
joyment. In  economics  this  amounts  to  saying  that 
no  man  will  produce  an  article  unless  he  can  sell  it 
at  a  price  covering  the  money  cost  of  production  plus 
a  satisfactory"  profit. 

Let  us  take  a  simple  illustration  from  rural  life. 
Some  children  go  berrying  solely  for  the  pleasure  of 
eating  the  berries.  They  get  great  enjoyment  out 
of  it  the  first  hour,  a  little  less  during  the  second  hour ; 
and  by  the  end  of  the  third  hour  their  enjoyment  of 
the  berries  has  declined  and  they  have  become  so  tired 
that  they  decide  to  rest  before  going  home.  In  the 
language  of  economics  the  cost  of  berries  to  them  has 
begun  to  exceed  the  utility  of  berries.  Theoretically 
and  strictly  speaking,  a  child  would  stop  picking  ber- 
ries the  very  moment  the  pain  of  the  effort  was  not 
counterbalanced  by  the  pleasure  of  eating  them;  or 
in  the  language  of  economics,  when  the  marginal  util- 
ity of  berries  had  declined  and  the  cost  of  production 
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had  increased  until  the  two  were  equal.  In  this  sim- 
ple illustration  we  see  at  work  the  very  forces  which 
determine  market  prices. 

Let  us  briefly  consider  the  market  price  for  pota- 
toes. They  are  an  agricultural  product  that  tends 
to  increase  in  cost  when  any  increase  in  supply  is 
called  foF.  If  they  are  selling  at  $1  a  bushel,  there 
are  certain  grades  of  land  on  which  farmers  will  pro- 
duce potatoes,  but  no  farmer  will  willingly  produce 
them  on  land  where  their  cost  exceeds  $1  unless  he 
has  good  reason  for  believing  that  the  price  in  the 
following  winter  will  be  much  higher.  In  normal 
times  most  staple  articles  like  potatoes,  pork,  corn 
and  beef,  have  a  normal  or  customary  price,  producers 
having  learned  by  experience  to  make  a  pretty  ac- 
curate forecast  of  the  demand :  and  the  one  thing  they 
are  most  anxious  about  is  that  the  supply  of  any 
article  shall  not  be  so  great  that  its  price  must  fall 
below  the  cost  of  production;  in  other  words,  that  its 
marginal  utility  shall  not  be  less  than  its  cost. 

Hence  wise  producers  are  slow  to  increase  their 
output  of  any  article  unless  there  is  evidently  an  in- 
crease in  the  demand  for  it ;  or,  in  other  words,  unless 
there  has  been  a  rise  in  its  marginal  utility  sufficient 
to  counterbalance  any  increase  in  the  cost  of  produc- 
tion. 

Practically,  of  course,  any  increase  in  the  marginal 
utility  of  an  article  finds  expression  in  a  rise  of  the 
market  price;  and  when  that  rises  above  the  cost  of 
producing  any  portion  of  the  existing  supply  produc- 
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ers  begin  to  plan  larger  production  even  tho  their  costs 
increase. 

So  as  a  result  of  our  examination  of  value  from  two 
points  of  view,  the  consumer's  and  the  producer's,  we 
may  say  that  it  is  such  a  ratio  of  exchange  as  tends 
to  make  the  marginal  utihty  of  a  good  just  compen- 
sate for  its  marginal  cost.  When  a  good  exchanges 
on  such  a  basis  it  is  said  to  possess  normal  value. 
When  any  good  sells  much  above  its  normal  value,  we 
must  find  the  cause  in  abnormal  conditions,  such  as 
war,  monopoly,  or  some  freakish  change  in  demand. 

11.  Producer's  surplus  or  differential  gain. — 
Producers  who  enjoy  special  advantages  evidently 
make  a  bigger  profit  than  those  on  the  margm  of 
production,  whose  costs  are  the  highest.  If  a  manu- 
facturer produces  an  article  which  commonly  sells  at 
$2,  at  a  cost  of  50  cents  he  is  evidently  making  a  profit 
of  $1.50  on  each  article.  But  if  other  manufacturers 
have  costs  close  to  $2  their  profits  are  barely  sufficient 
to  enable  them  to  continue  production. 

That  part  of  any  producer's  profit  which  is  in  ex- 
cess of  his  cost  of  production  plus  a  reasonable  profit, 
is  called  by  economists  the  producer's  surplus  or  dif- 
ferential gain.  It  is  due  to  the  differences  between 
his  advantages  and  those  enjoyed  by  competitors 
who  are  working  at  the  greatest  disadvantage.  As 
we  shall  see  later,  the  rent  of  land  has  its  origin  in  the 
producer's  surplus. 

Some  readers  may  be  disposed  to  question  the  as- 
sertion that  value  is  determined  by  unconscious  com- 
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petition  among  marginal  consmners  and  producers. 
It  may  seem  to  them  that  the  highly  favored  pro- 
ducer, the  one  with  low  costs,  will  be  quite  ready  to 
accept  a  low  price  provided  by  so  doing  he  can  quickly 
market  his  product.  Or  it  may  seem  that  the  impa- 
tient consumer  with  plenty  of  money  in  his  pocket 
will  promptly  pay  almost  any  high  price  that  is  asked, 
and  that  neither  buyers  nor  sellers  will  wait  for  the 
outcome  of  the  conflict  between  the  marginal  con- 
sumer and  the  marginal  producer. 

This  view  is  entirely  erroneous  because  it  ignores 
three  important  facts :  first,  that  most  men  like  to  sell 
their  services  and  the  products  of  their  labor  at  the 
best  price  they  can  get ;  second,  that  most  men  like  to 
gratify  their  wants  with  the  least  expenditure  of 
money  or  effort;  and,  third,  that  market  prices  are 
determined,  not  by  the  actual  producers  and  con- 
sumers, but  by  professional  traders  who  represent 
them.  The  trader's  important  work  we  shall  discuss 
in  the  next  chapter. 

REVIEW 

\Vliy  does  value  or  price  in  the  long  run  tend  to  coincide  with 
the  cost  of  production? 

Who  is  the  marginal  producer  in  industry?  How  does  he  aid 
in  determining  the  market  price? 

Why  is  it  impossible  to  transfer  labor  and  capital  from  one 
industry  to  another  on  a  moment's  notice? 

Does  an  absolute  monopoly  necessarily  lead  to  high  prices? 

What  is  the  law  of  increasing  disutility  and  what  relation  has 
it  to  value  ? 

Discuss  the  statement  that  the  value  of  two  articles  produced 
jointly  tends  to  coincide  with  their  joint  cost  on  the  margin  of 
production. 


CHAPTER  IX 

VALUE  AND  THE  TRADER 

1.  Importance  of  exchange. — Exchange  is  perhaps 
the  most  conspicuous  phenomenon  in  modern  indus- 
trial and  commercial  civilization.  If  a  visitor  could 
come  to  the  earth  from  a  planet  where  there  was  no 
buying  and  selling,  each  person  producing  all  that 
he  consumed,  he  would  be  amazed  and  dazed  by  our 
complicated  system  of  markets,  railroads,  telephone 
and  telegraph  lines.  On  his  planet  there  would  be 
no  such  things,  for  there  would  be  no  need  for  them. 

People  are  so  accustomed  to  exchange  that  they  give 
little  or  no  thought  to  its  advantages.  Some  indeed 
are  so  foolish  as  to  think  that  the  mere  trader,  the 
merchant,  is  a  parasite  living  on  the  labor  of  others. 
They  do  not  realize  that  if  they  should  eliminate  the 
trader  they  would  destroy  the  present  demand  for 
labor,  make  the  division  of  labor  impracticable,  and 
bring  on  industrial  chaos. 

The  first  critics  of  exchange  condemned  it  on  the 
ground  that  only  one  of  the  two  parties  could  make 
a  profit,  the  other  being  cheated.  They  held  that  an 
exchange  could  be  fair  only  in  the  supposedly  rare 
cases  where  the  articles  exchanged  were  equal  in 
value.     Their  error  lay  in  the  crude  supposition  that 
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value  is  something  inherent  in  an  article  and  that, 
therefore,  it  must  be  the  same  to  all  men.  We  know 
that  men's  valuations  of  goods  differ.  I  may  have 
something  which  I  value  but  little,  tho  you  may  value 
it  highly;  and  you  may  possess  an  article  which  I 
value  much  more  than  you  do.  Evidently  here  is  an 
opportunity  for  an  exchange  in  which  both  will  make 
a  profit. 

But  we  need  not  take  space  to  indulge  in  arguments 
to  prove  that  the  modern  system  of  exchange  is  justi- 
fied by  its  advantages.  We  need  only  call  atten- 
tion to  the  fact  that  without  it  there  could  be  no  divi- 
sion of  labor,  no  specialization  in  industry  and  no  spe- 
cialization in  the  development  of  human  talents,  and 
that  the  resources  of  a  country  could  not  be  de- 
veloped to  advantage.  Exchange  has  made  Eng- 
land rich  and  has  made  possible  and  profitable  utiliza- 
tion of  her  great  resources  in  coal.  Exchange  per- 
mits Italy  and  France  to  specialize  in  vineyards,  Aus- 
tralia in  the  pursuits  of  agriculture,  and  the  United 
States  and  Canada  in  the  mmierous  and  various  in- 
dustries for  which  they  are  best  fitted.  The  French 
physiocrats  who  assumed  that  the  trader  was  a  bur- 
den on  society  were  certainly  mistaken. 

2.  Transportation  and  communication. — The 
highly  developed  modern  systems  of  transportation 
are  the  outgrowth  of  exchange.  They  are  its  neces- 
sary agents.  Without  the  aid  of  the  railroad  and  the 
steamship,  the  production  of  wealth  could  not  possi- 
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bly  go  on  as  at  present,  for  the  goods  produced  could 
not  find  consumers.  We  must,  therefore,  think  of 
them  as  productiv^e  agencies  and  of  all  their  employes 
as  being  actively  engaged  in  the  production  of 
wealth. 

The  reader  must  get  rid  of  the  popular  notion  that 
only  that  labor  is  productive  which  is  engaged  in  the 
manufacture  of  tangible  commodities  or  in  the  ex- 
traction of  desired  articles  from  the  soil.  Railroad 
managers  are  open  to  criticism  if  they  are  wasteful  of 
capital  or  human  energy^  but  so  are  the  farmer  and 
the  manufacturer.  They  are  all  equally  liable  to  be 
inefficient,  and  any  one  of  them  by  inefficiency  injures 
himself  and  causes  a  social  loss. 

The  development  of  the  exchange  system  or  ex- 
change civilization  has  in  all  its  stages  kept  pace  with 
improvements  in  means  of  communication  and  trans- 
portation. In  the  beginning  there  was  only  the 
human  voice  and  the  human  back — usually  the 
woman's  back — and  trade  was  necessarily  small  in 
volume  and  scope;  the  trained  dog,  the  ox,  the 
donkey,  and  perhaps  the  horse  followed;  dugout 
canoes  and  rowboats  came  next,  and  then  the  first 
professional  trader  appeared,  but  he  could  not  travel 
far  or  deal  with  many  customers.  The  sailing  vessel 
gave  birth  to  foreign  trade;  but  its  movement  was 
slow  and  its  cargoes  possessed  little  variety,  for  the 
people  of  different  parts  of  the  earth  knew  little  about 
one  another's  wants  and  tastes.     The  steam  engine, 
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the  railroad  and  steamship,  furnishing  quicker  meth- 
ods of  communication  and  transportation  and  bring- 
ing the  different  peoples  into  closer  relationship, 
broadened  the  field  of  exchange  and  started  the  evolu- 
tion of  modern  industry  with  all  its  specialization. 

The  telegraph  and  the  cable  have  made  all  coun- 
tries of  the  earth  a  single,  industrial  and  commer- 
cial unit.  The  producer  of  shoes  in  Lynn,  Massachu- 
setts, or  of  cutlery  in  Birmingham,  England,  or  of 
olive  oil  in  Tuscany,  Italy,  no  longer  knows  his  cus- 
tomers ;  they  are  scattered  all  over  the  earth. 

3.  Subjective  valuations  measured  by  exchange. — 
Adherents  of  the  Austrian  school  of  political  economy 
use  value  in  its  subjective  sense,  meaning  by  it  the 
importance  which  men  attach  to  a  good  as  a  means 
of  satisfying  their  wants.  In  this  sense  value  and 
marginal  utility  are  virtually  synonyms  and  the  ex- 
change value  of  a  good  is  its  objective  measurement 
in  comparison  with  other  goods. 

In  this  Text  the  word  value  is  used  more  nearly 
as  it  is  in  the  business  world,  meaning  power  in  ex- 
change. Nevertheless  it  seems  worth  while  to  call 
the  reader's  attention  not  only  to  the  different  uses 
of  the  word,  but  to  the  fact  that  different  men  value 
goods  differently  and  that  market  values  or  prices  are 
the  outcome  of  these  different  subjective  valuations, 
tending,  as  we  have  seen,  always  to  coincide  with  the 
valuation  of  the  marginal  group  of  consumers. 

4.  Trader's  service. — The  trader  or  merchant  is 
not  himself  a  producer  of  material  goods,  nor  is  he 
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a  producer  and  consumer  of  the  goods  which  he  buys 
and  sells.  His  buying  and  selling  as  a  trader  are 
entirely  independent  of  his  preferences  as  a  consumer. 
He  trades  or  deals  in  the  commodities  purchased 
by  others,  not  because  he  himself  wants  them,  but 
because  others  want  them  and  because  he  is  able 
thru  his  serv^ice  and  forethought  to  sell  them,  as  a 
rule,  at  a  price  above  that  at  which  he  buys  them. 

In  various  ways  the  trader  adds  to  the  utility  of 
goods  which  he  handles.  The  wholesaler  collects  into 
one  establishment  goods  of  a  certain  kind  and  thereby 
makes  them  more  accessible  to  the  retailer,  thus  giv- 
ing them  additional  place  value ;  the  retailer  in  his  turn 
adds  to  their  place  utility  or  value  by  making  them 
more  accessible  to  the  consumer.  These  traders  and 
others  of  the  same  sort,  such  as  the  commission  mer- 
chant, stand  between  the  farmer  or  manufacturer 
and  the  ultimate  consumer  and  are  commonly  referred 
to  as  middlemen.  When  competition  is  free  no  one 
of  them  can  make  an  extraordinary  profit  unless  he 
has  extraordinary  talent  as  a  trader. 

The  trader's  most  important  service  is  the  part  he 
plays  in  the  fixing  of  market  value  and  price.  In  do- 
ing this  he  does  not  add  to  the  utility  or  value  of  the 
goods  he  handles,  j^et  he  performs  a  great  social  serv- 
ice, for  he  furnishes  to  both  producers  and  consumers 
price  standards  with  which  they  can  measure  the 
value  of  their  possessions  and  by  the  use  of  which  they 
can  make  exchanges  if  they  wish  without  the  inter- 
vention of  the  merchant  or  professional  trader.     It  is 
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the  trader  who  gives  us  market  prices,  and  it  is  upon 
these  that  people  rely  in  their  daily  buying  and  sell- 
ing. 

5.  Trader  indispensable. — On  account  of  the  great 
rise  of  prices  during  the  twenty  years  following 
1897  there  was  much  complaint  in  newspapers  and 
magazines  about  the  high  prices  exacted  and  big 
profits  made  by  the  middleman  and  much  agitation 
in  favor  of  his  elimination.  It  is  exceedingly  doubt- 
ful if  the  needs  of  society  can  be  satisfactorily  served 
without  the  aid  of  the  middleman.  Doubtless  some 
dealers  have  been  guilty  of  extortion  and  have  taken 
advantage  of  the  ignorance  and  necessities  of  their 
customers.  But  such  traders  were  no  more  numer- 
ous after  1897  than  they  were  before,  and  we  are 
certainly  not  justified  in  holding  the  trading  classes 
responsible  for  the  increase  in  the  cost  of  living.  This 
can  be  fully  explained  by  other  causes,  especially  by 
the  cheapening  of  gold  due  to  the  increase  of  the  gold 
supply,  and  by  the  increase  of  population,  which  un- 
der the  law  of  diminishing  returns  has  lifted  the  cost 
of  nearly  all  foodstuffs. 

Some  manufacturers  make  a  specialty  of  dealing 
directly  with  the  consumer.  They  advertise  exten- 
sively and  promise  low  prices  because  the  middlemen 
have  been  ehminated.  There  is  without  question 
much  room  for  further  economies  in  the  exchange 
process,  but  the  world  cannot  get  on  without  the 
trader.  The  manufacturer  who  sells  direct  to  the 
consumer  does  not  really  fix  his  price.     He  is  gov- 
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erned  by  the  market  price  even  tho  he  sells  a  trifle 
below  it. 

6.  Different  classes  of  traders. — There  are  many 
classes  of  traders,  but  for  our  purpose  they  can  be 
grouped  under  the  following  heads:  speculators^ 
wholesalers,  commission  merchants,  retailers.  All 
these  have  a  part  in  the  price  fixing  process,  and  it  is 
not  worth  while  to  try  to  determine  which  one  is  most 
important. 

The  retailer  is  in  direct  touch  with  the  consumer  and 
knows,  therefore,  the  existing  demand  better  than 
anybody  else.  By  means  of  his  orders  he  transmits 
his  information  to  the  wholesaler  or  commission  mer- 
chant, who  thru  his  orders  transmits  it  to  the  producer. 

The  speculator  in  various  ways  gets  possession  of 
the  information  and  decides  that  the  prices  of  certain 
commodities  are  destined  to  undergo  considerable 
change.  If  he  decides  that  a  rise  of  price  is  indi- 
cated, he  buys  from  anybody  who  will  sell,  exjDecting 
to  sell  later  at  a  profit.  If  he  foresees  a  fall  in  the 
price  of  any  article,  he  proceeds  to  sell  it,  even  tho  he 
has  none  in  his  possession,  confident  that  he  will  be 
able  to  buy  it  at  a  cheaper  price  when  called  upon  for 
delivery. 

7.  Value  determined  by  competition  among  trad- 
ers.— Let  us  for  the  moment  forget  these  different 
groups  of  traders  and  think  of  traders  in  general  as 
embodying  all  the  qualities  and  rendering  all  the 
services  of  all  the  groups,  and  let  us  take  flour  as  a 
typical  conmiodity,  supposing  its  present  price  to  be 
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$10  a  barrel.  Certain  traders  will  believe  that  price 
too  low  and  their  belief  will  be  based  on  a  study  of 
the  consumers'  demand  and  the  outlook  for  the  next 
crop  of  wheat.  They  believe  that  both  wheat  and 
flour  are  destined  to  rise  in  price.  They  do  not  think 
in  terms  of  marginal  utility  or  marginal  cost.  Their 
theory  of  value  is  the  simple  law  of  demand  and  sup- 
ply, the  truth  of  which  they  have  learned  thru  ex- 
perience and  observation.  They  feel  confident  that 
an  increasing  demand  for  wheat,  combined  with  a 
shortage  in  the  supply,  will  lead  to  higher  prices. 
In  the  language  of  economics,  they  believe  that  the 
marginal  utility  of  wheat  and  flour  is  destined  to  rise 
and  that  the  marginal  consumer  will  soon  be  willing 
to  pay  a  higher  price  for  it.  The  traders  holding  to 
this  view  buy  wheat  and  flour  in  order  that  they  may 
sell  it  later  at  a  profit.  Popularly  these  traders  are 
called  bulls. 

Opposed  to  the  bulls  are  the  bears,  who  are  skeptical 
about  the  predicted  advance  in  price.  The  traders 
in  this  class  think  they  have  more  accurate  informa- 
tion than  the  bulls,  or  that  the  bulls  fail  to  take  into 
account  certain  important  circumstances,  or  that  the 
bulls  are  placing  too  much  reliance  upon  pessimistic 
returns  from  Russia  or  Argentina,  or  that  they  fail 
to  make  proper  allowance  for  the  fact  that  a  slight 
advance  in  the  price  of  wheat  flour  would  cause  many 
people  to  substitute  cornmeal.  Whatever  the  rea- 
son, many  of  these  bears  are  ready  to  sell  as  the  bulls 
offer  a  higher  and  higher  price. 
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Before  the  end  of  the  day  half  of  these  traders  may  j 
have  been  bulls  in  the  morning  and  bears  in  the  after- 
noon, and  the  net  result  of  their  day's  work  may  be 
that  their  purchases  equal  their  sales.  Some  traders, 
because  of  sound  judgment  or  good  fortune,  will  find 
that  their  average  purchase  price  is  less  than  their 
average  selling  price  and  that  they,  therefore,  have 
made  a  profit;  others  would  make  a  corresponding 
loss. 

All  these  traders  are  looking  for  a  profit  and  a  I  y 
description  of  their  operations  makes  them  seem  to 
be  mere  gamblers,  betting  on  the  course  of  prices  and 
performing  no  service  for  society.  This  is  a  mis- 
take. These  traders  have  been  matching,  not  pen- 
nies or  dollars,  but  intellect  against  intellect,  judg- 
ment against  judgment,  and  the  net  result  of  their 
struggle  has  been  the  fixing  of  the  market  price  of  1 
wheat  or  flour. 

The  bull  represents  the  marginal  producer;  he  be- 
lieves that  conditions  warrant  a  higher  price  and  he 
fights  for  it.  The  bear  stands  for  the  marginal  con- 
sumer; he  believes  that  prices  will  go  lower,  or  that 
any  further  advance  is  unwarranted,  and  is  willing  to 
risk  money  in  support  of  his  judgment. 

8.  Produce  and  stock  exchanges. — This  competi- 
tive war  between  opposing  groups  of  traders  in  all 
its  fierceness  and  intensity,  each  man  fighting  for 
himself,  may  be  watched  in  progress  almost  any  day 
on  the  floors  of  stock  and  produce  exchanges  in  the 
large  cities  of  Europe  and  America. 
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A  produce  exchange  affords  a  meeting  place  for 
those  who  wish  to  trade  extensively  in  such  staples  as 
wheat,  corn,  oats,  cotton,  pork  and  beef.  Buying 
and  selling  in  such  exchanges  must  be  done  in  ac- 
cordance with  established  rules  laid  down  by  the  gov- 
erning board.  In  most  exchanges  it  is  possible  to  buy 
and  sell  "futures,"  by  which  is  meant  that  during 
March  a  man  may  enter  into  a  contract  to  pay  a  cer- 
tain price  for  wheat  delivered  to  him  at  the  end  of 
April  or  May,  or  even  a  later  month.  Commodities 
are  graded,  and  the  buyer  will  insist  that  the  grade 
delivered  to  him  be  not  inferior  to  the  one  for  which 
his  contract  calls. 

On  the  floors  of  the  produce  exchanges  the  market 
prices  of  nearly  all  staple  articles  are  fixed.  These 
are  not  the  wholesale  prices,  but  they  influence  the 
wholesaler  in  making  up  his  list,  and  changes  in  the 
wholesale  prices  finally  affect  the  prices  which  the 
retailer  exacts  from  the  consumer. 

The  stock  exchange,  called  bourse  in  Paris,  Borse 
in  Berlin,  provides  a  meeting  place  for  men  who 
wish  to  buy  or  sell  productive  capital.  The  capi- 
tal may  be  invested  in  railroad  or  industrial  corpora- 
tions and  will  be  represented  on  the  exchange  by 
stock  certificates  or  by  mortgage  bonds. ^  Since  the 
return  upon  the  bonds  is  fixed  at  a  certain  per  cent, 
they  are  not  commonly  objects  of  speculation,  being 
bought  by  investors  who  have  surplus  capital  on  which 

1  Full  details  of  the  operations  of  these  exchanges  are  given  in  Volume 
20  of  the  Modern  Business  Texts,  "  The  Exchanges  and  Speculation." 


VALUE  AND  THE  TRADER       151 

they  wish  a  sure  return.  The  prices  of  stocks,  how- 
ever, vary  greatly  because  of  present  and  prospec- 
tive changes  in  the  earning  power  of  corporations. 
Certain  professional  traders,  therefore,  speculate  in 
stocks  just  as  others  do  in  cotton,  wheat  and  other 
staple  commodities. 

9.  Speculator's  service. — There  is  a  popular  no- 
tion that  speculation  is  an  unmixed  evil  and  that 
the  speculator  is  no  better  than  a  gambler,  betting 
on  the  future  prices  of  articles  instead  of  on  the  turn 
of  a  card.  This  notion  is  due  in  part  to  popular  ig- 
norance in  regard  to  the  real  nature  of  speculation 
and  to  the  fact  that  much  of  the  buying  and  selling  on 
the  exchanges  is  done  by  amateurs  who  operate  thru 
brokers. 

The  trader  who  deserv^es  to  be  called  a  scientific 
speculator  is  not  a  gambler.  He  backs  his  judgment 
with  his  money  just  as  does  the  miller  when  he  buys 
wheat,  or  the  merchant  when  he  lays  in  a  stock  of 
goods.  The  difference  between  the  ordinary  mer- 
chant and  the  scientific  speculator  is  only  one  of  de- 
gree, the  speculator  merely  taking  a  greater  risk. 
His  problem  is  more  intricate  and  difficult  than  the 
retailer's  or  the  wholesaler's.  Most  people  think  he 
is  taking  a  gambler's  chance  merely  because  they  do 
not  have  the  faintest  idea  of  the  nature  of  his  business 
problem. 

As  a  result  of  the  speculator's  operations  the  prices 
of  staple  articles  are  much  steadier  than  they  would 
otherwise  be.     He  foresees  changes  in  market  condi- 
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tions  long  before  the  consumer  or  the  retailer  or  even 
the  wholesaler,  and  begins  at  once  to  buy.  If  his 
judgment  is  sound,  a  gradual  advance  of  price  begins 
and  a  consequent  gradual  curtailment  of  consumption ; 
but  for  him,  sales  would  have  gone  on  at  the  lower  price 
until  the  new  conditions  actually  prevailed,  when 
prices  would  have  suddenly  jumped  to  such  a  height 
as  to  cause  distress  among  consumers  and  dissatis- 
faction among  those  producers  who  had  already  sold 
their  supplies.  The  price,  it  should  be  noted,  would 
go  to  a  figure  higher  than  it  would  be  permitted  to 
reach  under  the  influence  of  speculation,  for  consump- 
tion during  the  preceding  months  would  not  have  been 
curtailed  by  any  advance  in  price.  Thus  speculation 
tends  to  conserve  the  supply  or  stock  of  an  article 
for  months  before  a  shortage  is  indicated,  and  so 
tends  to  prevent  sudden  and  great  fluctuations  of 
price. 

On  the  other  hand,  if  the  speculator  foresees  a 
great  increase  of  supply  without  a  corresponding  in- 
crease of  demand,  he  becomes  a  bear  and  is  willing 
to  sell  at  the  present  market  price.  If  the  pressure 
to  sell  exceeds  that  to  buy,  the  price  gradually  de- 
clines ;  and  as  a  rule  consumption  increases  so  that  the 
price  does  not  fall  so  low  as  it  would  have  fallen 
if  speculation  had  not  caused  it  gradually  to  decline 
for  some  time  before  the  supply  on  the  market  had 
actually  been  increased. 

It  is  needless  to  prove  here  that  society  is  bene- 
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fited  by  stability  of  prices.  Every  consumer  knows 
the  annoyance  occasioned  by  a  sudden  advance  in 
price,  and  every  merchant  and  manufacturer  knows 
the  damage  that  can  be  done  by  a  sudden  drop  of 
prices.  The  professional  trader,  when  engaged  in 
speculation,  is  performing  a  useful  task  and  is  really 
earning  a  profit. 

Xot  only  does  he  fix  the  prices  of  most  of  the  raw 
materials  which  are  made  into  the  necessaries,  com- 
forts and  luxuries  of  life,  but  he  also  helps  to  save 
the  consumer  and  the  dealer  from  the  shock  of  sud- 
den and  great  fluctuations. 

The  word  speculation,  by  the  way,  comes  from  a 
Latin  word  speculor,  meaning  to  view,  to  contemplate. 
Etymologically,  therefore,  the  speculator  may  be  re- 
garded as  society's  lookout,  standing  high  above  the 
mass  of  traders — he  is  in  fact  a  sort  of  economic  fore- 
caster. 

10.  Evils  of  speculation. — The  foregoing  praise 
of  the  speculator  will  doubtless  irritate  some  readers. 
They  know  men  who  have  been  ruined  by  specula- 
tion just  as  they  know  other  men  who  have  been  ruined 
by  drink,  and  they  condemn  speculation  and  alcohol  in 
the  same  breath. 

There  can  be  no  question  that  much  of  the  buying 
and  selling  on  the  exchanges  of  any  country  is  pure 
gambling,  or  that  the  exchanges  are  sometimes  made 
use  of  for  the  accomplishment  of  evil  purposes.  The 
governing  bodies  of  exchanges  are  all  perfectly  well 
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aware  of  the  evils  connected  with  speculation  and,  as 
a  rule,  are  doing  their  best  to  abolish  them.  But 
some  of  them  have  their  origin  in  certain  weaknesses 
of  human  nature  and  can  never  be  abolished. 

The  exchanges  undoubtedly  possess  great  charm  to 
men  with  a  taste  for  gambling,  but  in  the  long  run 
the  mere  gambler  on  an  exchange,  the  man  who  takes 
chances  and  relies  on  tips  or  so-called  intuition  and 
does  not  make  the  most  thoro  study  possible  of  the 
conditions  governing  demand  and  supply,  faces  cer- 
tain ruin,  for  the  chances  are  against  him.  He  may 
bet,  for  example,  that  the  price  of  wheat  will  advance 
and  buy  wheat  on  a  margin,  borrowing  from  80  to 
90  per  cent  of  the  purchase  price.  There  are  three* 
things  which  the  price  of  wheat  may  do:  It  may 
remain  stationary  or  it  may  decline,  in  either  of 
which  events  he  loses;  or  third,  it  may  rise,  in  which 
case  he  may  sell  at  a  profit.  An  amateur  trader  on 
a  stock  or  produce  exchange  cannot  compete  with 
the  professionals.  They  need  not  seek  to  rob  or  iniin 
him,  he  will  do  the  trick  himself;  he  might  as  well 
hand  them  his  money  at  the  start  and  save  himself  a 
lot  of  worry. 

Certain  members  of  an  exchange,  often  in  alliance 
with  outsiders,  sometimes  attempt  to  "corner"  a  com- 
modity by  buying  up  all  the  available  supply,  hoping 
to  be  able  to  dictate  a  high  price  to  the  consumer. 
This  is  an  evil  practice  and  is  prohibited  by  law  in 
the  United  States  and  some  other  countries.     Men 
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seeking  to  corner  a  commodity  are  evidently  aiming 
at  the  advantages  of  monopoly  and  are  planning  to 
sell  a  commodity  at  an  abnormal  price. 

Sometimes  the  same  man  or  set  of  men  create  an 
artificial  market  for  a  commodity  or  stock  in  which 
they  are  interested  by  buying  thru  certain  brokers 
and  selling  thru  others.  These  are  known  as  "wash 
sales"  and  are  contrary  to  the  rules  of  most  exchanges, 
for  their  evident  purpose  is  to  deceive  the  investor 
or  to  promote  the  sale  of  the  stock  of  a  corpora- 
tion at  a  price  not  justified  by  its  condition  and  pros- 
pects. 

These  and  other  evils  connected  with  speculation  are 
treated  in  "The  Exchanges  and  Speculation,"  Vol- 
ume 20  of  the  ^Modern  Business  Texts,  and  need  not 
be  considered  at  length  here.  It  is  enough  now  to 
have  the  reader  understand  that  there  is  a  clear  dis- 
tinction between  what  might  be  called  true  and  false 
speculation,  between  the  scientific  speculator  and  the 
mere  gambler.  The  rewards  of  successful  specula- 
tion are  great  because  the  risks  are  great;  and  it  is 
not  strange  that  these  great  rewards,  which  seem  to 
the  outsider  to  be  earned  so  easily,  tempt  all  sorts  of 
foolish  people  to  try  their  hand  at  the  game.  The 
presence  of  these  people  in  the  market,  these  lambs,  as 
they  are  called,  offers  shrewd  and  unscrupulous  men  a 
chance  to  make  money  thru  deception  and  various 
sharp  practices.  We  cannot  on  this  account  condemn 
speculation  or  the  exchanges.     Men  have  been  known 
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to  use  the  church  for  evil  purposes,  to  start  a  store  for 
the  purpose  of  collecting  fire  insurance,  to  join  fra- 
ternal organizations  for  purely  commercial  purposes, 
to  don  the  uniform  of  the  Salvation  Army  in  order 
to  get  money  from  the  charitable.  The  greater  the 
influence  and  reputation  of  any  institution,  the  greater 
the  risk  that  evil  men  will  seek  to  use  it  for  their  pur- 
poses. 

11.  General  rise  of  values  impossible. — Before  we 
pass  on  to  the  consideration  of  other  subjects  it  is  per- 
haps well  that  the  reader  should  be  warned  against 
the  common  but  fallacious  notion  that  under  certain 
circumstances  there  may  be  a  general  rise  or  decline 
of  values.  The  absurdity  of  this  idea  will  be  evident 
to  the  reader  when  he  considers  the  fact  that  value  is 
an  exchange  relation.  A  rise  in-  the  value  of  any 
good  implies  necessarily  a  corresponding  decline  in 
the  value  of  other  articles. 

Objects  possessing  value  may,  of  course,  increase 
in  number,  so  that  it  might  be  right  to  say  that  the 
total  value  embodied  in  material  objects  at  one  time 
is  greater  than  at  another.  This  is  only  another  way 
of  saying  that  the  amount  of  wealth  has  increased. 

In  the  same  way  it  is  possible  for  the  quantity  of 
utilities  or  objects  possessing  utility  to  increase.  As 
man  becomes  more  civilized,  his  wants  becoming  finer 
and  more  numerous,  the  total  sum  of  utilities  available 
for  his  enjoyment  increases. 

When  people  speak  of  a  general  rise  of  value  they 
usually  have  in  mind  a  general  rise  of  prices.     That 
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is  something  quite  possible.  As  money  grows  cheaper 
because  of  an  increase  in  its  supply  or  because  of  a 
lessened  demand  for  it,  the  prices  of  goods  in  general 
tend  to  rise.  This  rise  of  prices  is  in  fact  the  visible 
evidence  of  the  cheapening  of  money.  To  say  that 
money  is  getting  cheaper  is  the  same  thing  as  saying 
that  prices  in  general  are  rising.  This  important 
subject  of  money  and  prices  will  be  considered  in  the 
next  few  chapters. 

REVIEW 

What  were  the  early  objections  to  trading?  What  are  the  ad- 
vantages of  a  modern  system  of  exchange? 

How  does  the  trader  add  to  the  utility  of  the  goods  which  he 
handles?  What  is  his  most  important  service?  Name  the  vari- 
ous classes  of  traders  and  indicate  the  place  that  each  plays  in 
business. 

What  is  the  use  of  a  produce  exchange?  What  kind  of  prices 
are  fixed  upon  it  and  what  influence  have  they?  Define  a  "fu- 
ture." 

In  your  opinion  what  services  does  the  speculator  perform? 

Will  the  statement  that  under  certain  circumstances  there  may 
be  a  general  rise  or  decline  of  values,  stand  the  test  of  analysis? 


PART  II,  EXCHANGE  AND 
DISTRIBUTION 

CHAPTER  X 

MONEY 

1.  Mechanism  of  exchange. — The  first  form  of 
exchange  was  that  of  goods  or  services  for  goods, 
which  is  termed  barter.  Such  a  clumsy  and  un- 
wieldy procedure  could  be  used  only  in  a  primitive 
community  where  wants  were  few  and  goods  were 
not  of  great  variety.  The  inconvenience  of  apply- 
ing this  method  is  well  illustrated  by  the  attempts  to 
revive  it  which  have  sometimes  been  undertaken. 
Under  such  headings  as  "Mart  and  Exchange"  there 
have  been  journals  Avhich  fostered  such  an  effort. 

When  we  read  in  such  columns  the  advertisement  of 
a  boy  who  has  a  collection  of  postage  stamps  which 
he  would  like  to  exchange  for  a  tennis  racket  we  see 
at  once  the  difl^culties  of  the  situation.  The  boy  can 
perhaps  readily  find  another  who  wants  the  postage 
stamps,  but  he  may  not  have  a  racket  to  exchange 
for  them.  Nor  is  it  likely  that  the  estimate  of  the 
value  would  be  alike  on  the  part  of  the  two  owners  if 
finally  they  should  be  brought  together.  Swapping 
involves  the  time-honored  usage  of  "something  to 
boot." 

A  very  different  state  of  affairs  results  after  money 
has  come  into  general  use.  Trades  can  now  be  made 
in  terms  of  money  with  far  greater  ease,  since  every- 
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one  wants  money.  But  many  exchanges  are  made 
without  the  use  of  money.  The  seller  is  content  with 
a  promise  to  pay  money,  which  serves  in  many  re- 
spects the  same  purposes. 

Thus  three  stages  of  exchanges  appear,  based  re- 
spectively on  barter,  money  and  credit.  Money  and 
the  services  which  it  renders  in  the  world  of  affairs 
will  be  considered  in  some  detail  in  this  chapter,  while 
a  subsequent  chapter  will  treat  of  credit.  Price  is 
shown  in  the  preceding  chapters  to  be  related  to  value. 
It  is  also  definitely  related  to  money  and  credit,  and 
after  these  terms  have  been  explained  it  will  be  neces- 
sary to  go  back  and  take  up  the  mutual  relations  of 
money,  credit  and  prices. 

2.  What  is  money? — To  some  it  might  seem  almost 
superfluous  to  ask.  What  is  money?  The  word  is 
used  so  frequently  in  daily  speech  that  its  significance 
might  well  be  deemed  a  matter  of  course,  but  in  fact 
the  word  money  is  used  so  loosely  that  it  means  many 
things.  To  the  banker  money  is  the  medium  of  ex- 
change that  serves  as  the  basis  of  commercial  obliga- 
tions. To  the  workingman  the  word  means  anything 
which  buys  products,  and  to  such  a  person  a  check  is 
money.  Another  person  may  include  in  the  phrase 
every  device  that  does  money  work,  and  again  some- 
one may  say  that  it  is  only  the  gold  coin  of  the  mone- 
tary standard.  A  rather  careful  answer  to  the  ques- 
tion. What  is  money?  is  necessary  if  confusion  is  to 
be  avoided. 

It  is  impossible  to  frame  a  definition  on  the  basis 
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of  the  material  of  which  the  money  is  made.  Money 
may  be  either  gold  or  silver;  the  material  of  which 
money  is  made  is  in  a  considerable  degree  a  secondary 
matter.  President  Hadley  says,  "Money  is  best 
defined  as  a  thing  which  by  common  consent  of  the 
business  community  is  used  as  a  basis  of  commercial 
obligations."  Horace  White  declares,  "Money  is 
anything  that  serves  as  a  common  medium  of  ex- 
change and  measure  of  value."  Professor  David 
Kinley  defines  money  as  "that  part  of  the  medium 
of  exchange  which  passes  generally  current  in  ex- 
change and  settlement  of  debts,  without  making  the 
discharge  of  obligations  contingent  upon  the  action 
of  a  third  party."  Money  is  the  valuable  thing  or 
economic  good  which  possesses  in  any  country  or 
community  universal  acceptability  as  a  medium  of 
exchange  or  means  of  payment. 

The  distinguishing  of  money  from  the  main  body 
of  wealth  has  the  advantage  of  clearing  up  some  of  the 
common  erroneous  ideas  about  it.  It  is  to  be  ob- 
served first,  that  money  is  one  form  of  wealth  among 
many  others ;  second,  that  it  is  always  used,  not  for  its 
own  sake,  but  for  what  can  be  secured  with  it — conse- 
quently, we  may  have  too  little  or  too  much  of  it, 
according  to  the  amount  of  money  work  there  is  to 
do ;  third,  that  to  hoard  money  is  to  misuse  it,  for  by 
nature  it  is  expected  to  circulate ;  and,  fourth,  money 
is  not  taken  away  from  a  country  by  trade,  but  is 
rather  retained  thru  trading. 

The  definition  of  money  is  inevitably  modified  by 
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the  point  of  view  from  which  the  author  writes. 
Thus,  money  may  be  discussed  in  the  scientific  sense 
with  special  reference  to  its  work  as  a  standard  of 
value,  or  from  the  popular  view  as  a  means  of  pur- 
chasing. The  enumeration  might  well  extend  thru 
the  figurative,  financial,  legal  and  national  banking 
senses  of  the  term.  The  approach  taken  in  tliis  chap- 
ter will  be  the  analytical.     What  does  money  do? 

3.  Functions  of  money. — As  a  matter  of  conven- 
ience the  functions  performed  by  money  may  be 
divided  into:  (1)  those  which  are  essential,  (2)  those 
derived  from  the  essential  functions,  and  (3)  those 
which  are  contingent.  The  use  of  money  brings  out 
its  essential  functions  as  a  medium  of  exchange  and  a 
standard  of  value.  The  derived  functions  are  found 
in  the  fact  that  money  acting  in  the  capacities  just 
cited  must,  as  a  matter  of  course,  be  a  standard  of 
deferred  payments,  transfer  values  from  one  person 
to  another,  and  act  also  as  a  store  of  value.  Now  and 
then  you  hear  of  a  man's  buying  a  diamond  in  order 
that  he  may  possess  a  permanent  value  that  can  be  re- 
lied upon  in  time  of  need.  So  money,  when  well  es- 
tablished in  a  scientific  way,  acts  as  a  store  of  value. 
But  beyond  this,  money  is  constantly  doing  other 
things.  It  acts  as  a  means  of  distributing  social  in- 
come, as  a  basis  of  the  credit  system,  and  as  a  means 
of  giving  capital  a  mobile  form. 

4.  Medium  of  exchange. — The  simplest  duty 
which  money  performs  is  to  act  as  a  medium  of  ex- 
change, the  go-between  in  trade,  making  it  possible 
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for  seller  and  buyer  to  obtain  what  they  desire.  This 
it  accomplishes  by  virtue  of  its  universal  acceptability. 
Were  there  no  legally  recognized  medium  of  exchange 
the  needs  of  trade  would  create  one  which  would  by 
common  consent  serve  its  purpose.  Many  objects 
have  in  times  past  served  this  purpose.  Some,  it 
would  appear,  had  a  purely  conventional  value;  but 
for  the  gi-eater  part  they  were  objects  possessing  some 
inherent  utility  which  made  them  generally  prized. 
Therefore,  as  soon  as  they  become  the  recognized 
means  of  making  payments  this  general  acceptability 
is  universal. 

Of  all  the  substances  which  have  served  as  money 
none  has  given  greater  satisfaction  than  gold  and 
silver.  This  is  due  to  certain  physical  qualities,  and 
to  certain  conditions  of  their  production.  They  are 
for  the  most  part  easily  divisible  into  parts  of  uni- 
form quality,  and  when  so  divided  the  sum  of  the 
parts  is  equal  to  the  value  of  the  whole  before  division 
took  place.  They  wear  well  and  keep  their  qualities 
intact  for  long  periods.  Moreover,  they  possess  a 
stability  which  comes  from  the  regularity  of  their 
production.  From  year  to  year  the  product  of  gold, 
for  example,  varies  but  little.  The  new  product  is 
added  to  the  stock  already  in  existence  and  the  changes 
in  this  stock  from  year  to  year  are  very  insignificant. 

5.  How  money  effects  exchanges. — It  is  evident 
that  to  be  an  effective  instrument  of  exchange  money 
must  be  capable  of  making  any  payment  however 
small  or  however  large.     The  wide  variety  of  ex- 
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changes  which  are  made  in  daily  Hfe,  from  the  pur- 
chase of  a  newspaper  to  the  purchase  of  a  railroad, 
require  an  instrument  nicely  adjusted  to  these  vari- 
ous needs. 

Many  exchanges  are  not,  as  we  know,  made  with 
money  but  with  credit,  but  money  must  be  of  such  a 
nature  that  it  forms  a  satisfactory  reserve  for  such 
credits.  INIoney  therefore  effects  exchanges  directly 
and  indirectly.  These  indirect  exchanges  belong  in 
part  to  the  subject  of  credit  and  will  be  more  fully 
discussed  under  that  head.  They  are  mentioned  here 
to  make  it  clear  that  while  all  money  is  a  medium  of 
exchange,  all  media  of  exchange  are  not  money. 

The  part  played  by  media  of  limited  acceptability, 
such  as  checks,  notes,  drafts  and  other  credit  instru- 
ments is  of  the  first  importance  in  the  modern  busi- 
ness world.  It  does  not,  however,  conduce  to  clear- 
ness of  thought  to  designate  them  currency  or  money 
of  limited  circulation,  as  has  been  done  from  time 
to  time.  In  so  far  as  the  function  of  a  medium  of 
exchange  is  concerned,  they  are  important  and  use- 
ful substitutes  for  money,  but  they  are  not  money. 

6.  Money  as  a  measure  or  standard  of  value. — The 
commodity  used  as  the  medium  of  exchange  becomes 
naturally  the  measure  or  standard  of  value.  Whether 
goods  are  exchanged  or  not,  they  are  instinctively 
valued  in  terms  of  money.  It  is  the  language  which 
everybody  understands;  and  while  it  might  be  quite 
true  that  a  certain  piece  of  land  is  worth  so  many 
bushels  of  wheat,  it  would  be  absurd  to  express  its 
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value  in  the  United  States  otherwise  than  in  terms  of 
dollars  and  cents. 

As  a  standard  of  value  the  chief  characteristic  which 
is  desired  of  money  is  stability.  Violent  changes  in 
value  from  day  to  day  or  year  to  year  would  make 
money  a  poor  instrument  for  this  purpose.  Even 
changes  in  the  value  of  the  standard  which  are  grad- 
ually wrought  are  of  far-reaching  effect  in  business 
relations.  The  desire  for  a  stable  standard  has  found 
frequent  expression.  The  mercantile  world  has 
agi'ced  to  use  gold  as  such  a  standard,  and  so  far  as  its 
freedom  from  fluctuation  from  day  to  day  or  year  to 
year  is  concerned  it  meets  the  situation  admirably. 
Tho  gold  is  the  best  standard  that  mankind  has  yet 
been  able  to  attain,  it  is  far  from  perfect;  and  its 
changes  in  value  over  longer  periods  of  time  consti- 
tute one  of  the  distinguishing  marks  of  economic  de- 
velopment. 

If  the  value  of  the  standard  fluctuates,  prices  vary, 
labor  is  materially  affected  in  its  purchasing  power, 
and  the  business  man  finds  himself  unable  to  tell 
whether  his  cost  of  production  is  changing  or  the 
standard  of  prices  varying.  No  more  important 
matter  confronts  the  people  than  that  of  a  stable 
standard  of  value  as  the  basis  of  their  monetary  sys- 
tem; yet  any  reason  is  apt  to  be  given  for  a  rise  or  a 
fall  in  prices  rather  than  that  a  change  has  taken 
place  in  the  standard  of  value. 

In  the  fall  of  1896  every  village  and  town  in  the 
United  States  witnessed  the  gathering  of  interested 
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groups  on  the  street  comers.  With  wonderful  volu- 
bihty  and  no  little  heat  all  discussed  the  same  subject, 
the  standard  of  value.  By  one  side  it  was  asserted 
that  the  standard  would  be  changed  by  free  silver 
legislation,  and  by  the  other  it  was  declared  that  a 
continuance  of  the  gold  standard  would  mean  a  de- 
crease in  prices  and  a  lowering  of  wages.  The  pocket- 
books  of  all  were  concerned  and  the  matter  became  a 
national  question. 

7.  The  dollar. — How  does  money  serve  as  a  meas- 
ure of  value?  In  any  measuring  process  the  first 
thing  necessary  is  to  establish  a  unit.  In  Washing- 
ton, the  Bureau  of  Standards  has  the  real  units  of 
yard,  foot,  quart,  etc.  The  British  government  keeps 
such  standards  in  the  Towner  of  London.  These 
standards  are  reproduced  and  used  by  men  in  the  busi- 
ness of  buying  and  selling.  The  same  thing  must  be 
done  for  money  if  it  is  to  serve  its  fundamental  pur- 
pose. Acting  upon  the  recommendations  of  Alex- 
ander Hamilton,  Congress  declared  in  1791  that  the 
unit  of  measurement  should  be  called  a  dollar  and 
provided  that  the  gold  dollar  should  consist  of  24.75 
grains  of  pure  gold.  In  1834  the  amount  of  pure 
gold  was  reduced  to  23.22  grains,  the  present  stand- 
ard. 

The  use  of  the  dollar  as  a  measure  comes  into  full 
practice  when  men  say  that  things  are  worth  so  much 
in  dollars.  They  are  then  expressing  value  in  terms 
of  something  else,  and  that  something  else  is,  when 
universally  accepted,  money.     For  many  years  prior 


166  ECONOMICS  OF  BUSINESS 

to  the  establishment  of  a  legal  monetary  unit,  the 
people  of  the  United  States  carried  on  their  business 
in  terms  of  the  old  Spanish  dollar  which  was  very 
similar  to  the  one  adopted  by  Congress. 

8.  Standard  of  deferred  payments. — If  into  the 
consideration  of  money  as  a  standard  we  inject  the 
time  element,  money  may  be  designated  as  the  stand- 
ard of  deferred  payments.  When  men  agree  to  make 
payments  at  some  time  in  the  distant  future  .the  credi- 
tor looks  more  carefully  into  the  character  of  the 
money  in  circulation  than  if  the  transaction  involved  a 
short-term  credit  only.  If  the  money  of  circulation  is 
unquestioned  men  will  not  hesitate  to  make  such  con- 
tracts in  terms  of  dollars.  But  if  the  solidity  of  the 
monetary  circulation  is  in  any  way  doubtful  they  seek 
to  secure  themselves  as  far  as  possible  against  any 
contingencies. 

During  the  period  of  the  suspension  of  specie  pay- 
ments in  the  United  States,  from  1861  to  1878,  con- 
tracts and  other  obligations,  especially  bonds,  were 
often  expressed  not  in  dollars  but  in  gold  dollars  of  a 
specified  weight  and  fineness.  Under  these  circum- 
stances the  currency  in  general  circulation  failed  to 
fill  all  the  functions  of  money.  It  was  not  a  stand- 
ard of  deferred  payments,  a  special  forai  of  money 
being  singled  out  for  this  purpose. 

It  is  unnecessary  to  dwell  at  length  upon  the  fact 
that  money  may  serve  as  a  store  of  value.  The  hoard 
of  the  miser,  the  accumulations  of  coin  which  the 
French  peasant  proverbially  does  up  in  a  stocking  and 
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conceals  in  some  out-of-the-way  place,  are  reserv'oirs 
of  value.  Such  a  use  of  money  is  not  to  be  com- 
mended, but  it  cannot  be  doubted  that  it  is  one  of  the 
uses  to  which  money  may  be  put. 

To  recapitulate :  money  acts  first  as  a  mediimi  of 
exchange,  and  second  as  a  measm^e  of  value.  From 
these  two  functions  are  derived  the  facts  that  money 
also  acts  as  a  standard  of  deferred  payments,  and  as 
a  store  of  value. 

9.  Incidental  functions  of  money. — The  fact  that 
money  performs  a  number  of  essential  functions  car- 
ries with  it  other  activities  that  are  of  great  impor- 
tance. Just  as  money  meets  the  needs  of  trade  by 
ob^^ating  the  necessity  of  barter,  so  does  it  act  as  a 
capital  distributor.  The  savings  of  one  group  may 
thru  the  use  of  money  be  transferred  to  another  group 
by  transmitting  money.  The  second  group  can  then 
engage  laborers,  buy  products  already  made,  and  be- 
gin the  erection  of  a  building.  Thru  money,  this 
second  group  was  given  power  over  capital  goods. 

Such  a  process  goes  on  everj'^vhere.  In  modern 
times  the  movement  of  capital  is  made  thru  the  banks 
and  by  the  use  of  credit  instruments;  but  the  balance 
against  the  community,  when  all  the  bank  transac- 
tions have  been  marshalled  against  one  another,  must 
be  paid  in  money. 

We  are  much  given  to  thinking  of  the  social  income 
as  a  matter  of  money,  but  in  reality  it  consists  of  the 
products  created  in  such  vast  amounts  and  in  so  many 
varied  forms.     Every  community  produces  something 
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in  larger  quantities  than  others.  The  city  of  New 
York  is  a  great  clothing  center;  in  it  are  made  thou- 
sands of  suits,  dresses  and  cloaks.  Pittsburg  pro- 
duces iron  and  steel  commodities ;  Minneapolis  makes 
among  other  things  quantities  of  flour;  Maine  pro- 
duces many  bushels  of  potatoes,  and  North  Dakota 
harvests  millions  of  bushels  of  small  grains. 

These  goods,  with  many  others  of  all  sorts  and 
kinds,  constitute  the  social  income.  The  problem  of 
distributing  them  calls  into  existence  many  wonder- 
ful marketing,  transporting  and  selling  devices.  In 
the  present  organization  of  society  money  is  the  great 
medium  thru  which  the  distributing  process  goes  on. 
Men  everywhere  secure  money  for  their  services  and 
this  they  use  to  buy  what  they  need.  Going  from 
store  to  store  and  person  to  person  the  owner  of 
money  exchanges  it  for  what  he  wants  and  so  comes 
into  the  possession  of  a  share  of  the  social  income. 
This  method  of  dividing  the  products  of  the  earth 
has  not  always  been  in  vogue;  and  even  now  in  the 
South  among  some  of  the  negroes,  labor  is  paid  for  in 
kind.  As  Professor  DuBois  in  a  speech  at  the  Uni- 
versity of  Minnesota  in  1906  declared,  the  negro 
emerges  into  better  things  when  he  receives  money 
wages  for  his  work  and  when  as  a  renter  he  can  pay 
a  fixed  money  rent. 

10.  Metallic  money. — Metallic  money  is  the  coined 
money.  The  money  of  the  standard  is  gold  in  the 
United  States,  as  well  as  in  most  highly  developed 
commercial   lands.     In   the   United    States   gold  is 
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coined  in  denominations  of  2/4,  5,  10  and  20  dollars. 
In  this  coinage  the  chief  role  is  that  of  the  twenty- 
dollar  gold  piece,  which  in  value  has  formed  over  two- 
thirds  of  the  coinage  of  the  United  States  ever  since 
its  mints  were  established.  In  contrast,  the  coins  of 
the  smallest  denomination  now  coined  ($2.50)  repre- 
sent only  one  per  cent  of  the  total  coinage. 

Silver  is  coined  into  half-dollars,  quarter-dollars 
and  dimes;  and  in  addition  the  monetary  stock  con- 
tains a  large  number  of  silver  dollars,  which  have  not 
been  coined  since  1904.  For  the  smaller  coins  nickel 
and  copper  are  used.  The  various  experiments  made, 
and  they  are  numerous,  show  that  the  nations  have 
hit  upon  a  satisfactory-  selection  of  the  metals  for 
coin  use.  Durability,  homogeneity,  ductility  and  di- 
visibility are  the  qualities  required  in  the  metals. 
Gold,  silver,  nickel  and  copper  mixed  with  alloy  fill 
these  requirements  and  make  satisfactory  coins. 

The  governments  have  assumed  the  function  of 
coining  not  so  much  for  the  profit  involved  as  for  the 
purpose  of  maintaining  at  all  times  the  accuracy  of 
weight  and  design  of  coins.  Gold  coins  are  made 
from  the  gold  purchased  at  assay  offices.  The  phrase, 
free  coinage,  applies  to  the  coinage  of  gold,  since  the 
gold  coins  are  issued  for  a  similar  weight  and  fineness 
of  gold.  In  some  countries  a  fee  is  charged  for  coin- 
age. This  is  called  brassage.  The  o^^Tier  of  bullion 
in  the  United  States  does  not  wait  for  coinage,  but 
receives  paj-ment  at  once,  tho  required  to  pay  for  the 
alloy  in  the  coins. 
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11.  The  silver  dollar. — In  the  monetary  system  of 
the  United  States  the  silver  dollar,  and  in  that  of 
France  and  the  Latin  Union  countries  the  iive-franc 
piece,  occupy  peculiar  positions.  They  are  in  law, 
but  not  in  fact,  standard  money.  They  are  legally  a 
full  tender  for  the  payment  of  debt  in  any  amount. 
They  are  not  expressly  convertible  on  demand  into 
gold  coin,  tho  they  could  not  maintain  their  place  in 
the  monetary  circulation  if  this  convertibility  were 
not  obtainable  indirectly.  At  the  present  time  in 
neither  of  the  countries  named  can  this  coinage  grow 
in  amount. 

12.  Bimetalism. — The  attempt  to  keep  gold  and 
silver  coins  in  circulation  at  the  same  time,  both  legal 
tender  for  obligations,  and  exchangeable  for  each 
other  at  par,  with  free  coinage  for  both  metals  at  the 
ratio  fixed  by  law,  is  called  bimetalism.  For  centur- 
ies governments  have  tried  to  keep  the  two  metals  in 
a  fixed  ratio  to  each  other.  But  whatever  the  legal 
procedure  developed  by  them  to  do  this,  the  commer- 
cial ratio  has  been  one  of  constant  oscillation. 

In  the  United  States  the  earlier  standard  was  by 
law  bimetallic;  but  in  1873  Congi-ess  suspended  the 
free  coinage  of  silver  dollars,  thereby  making  the  gold 
dollar  the  sole  standard  of  value.  The  Latin  Union, 
a  league  of  France,  Belgium,  Italy,  Switzerland  and 
Greece,  was  organized  for  the  purpose  of  maintain- 
ing bimetalism.  India,  long  on  a  silver  basis,  went 
to  the  gold  basis  in  1893,  Japan  in  1895  and  other 
countries   since   that  date.     The   whole   commercial 
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world  has  come  to  recognize  the  fact  that  it  is  an  im- 
possibility to  hold  a  ratio  against  the  results  of  eco- 
nomic forces  working  in  the  market. 

The  purpose  of  bimetalism — to  establish  two  stand- 
ards— is  faced  with  the  stubborn  fact  that  there  is  but 
one  standard  of  money  possible  at  one  time.  The 
government  cannot  fix  values  by  legislative  act,  nor 
have  the  attempts  to  maintain  two  standards  by  in- 
ternational agi-eements  been  sufficiently  successful  to 
demonstrate  the  desirability  of  such  action.  Despite 
these  principles  of  monometalism,  the  advocates  of 
government-control  by  agreement  have  been  sanguine 
that  it  was  possible  by  controlling  the  money  demand 
to  keep  the  ratio  prevailing  in  the  market  uniform 
with  the  mint  standard. 

13.  Token  money. — When  the  bullion  value  of  the 
coins  is  not  equal  to  the  nominal  value  they  are  called 
tokens  or  token  coins.  Such  coins  circulate  because 
there  is  a  big  demand  for  them  in  order  to  meet  the 
ordinary  trade  requirements.  This  offsets  the  fact 
that  their  value  is  less  than  the  amount  for  which  they 
circulate.  The  government  does  not  permit  free  coin- 
age, nor  does  it  make  such  money  an  unlimited  legal 
tender.  In  fact  the  silver  coins,  except  the  dollar,  are 
a  legal  tender  to  $10  only  and  the  copper  and  nickel 
coins  to  twenty-five  cents. 

On  the  other  hand,  the  government  redeems  its  token 
coins  in  the  standard  money.  Consequently  a  street- 
car company  or  a  nickel  picture  show  that  receives  a 
great  deal  of  change  can  take  its  money  to  the  bank 
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for  deposit,  with  the  full  knowledge  that  the  bank  will 
accept  the  deposit  since  the  small  coins  can  be  re- 
deemed at  the  government  treasury. 

14.  Paper  money. — Paper  money  has  been  the 
cause  of  many  financial  heresies,  but  there  is  nothing 
mysterious  about  it.  The  wear  and  tear  upon  gold 
coin  suggested  the  use  of  a  representative  money  that 
would  circulate  while  the  gold  rested  in  the  vaults  of 
the  government.  To  that  end  a  kind  of  warehouse 
receipt  has  been  issued  by  the  United  States  govern- 
ment, which  declares  that  there  has  been  deposited  a 
given  sum  in  gold  which  would  be  paid  upon  presen- 
tation of  the  certificates.  Of  a  similar  nature  are  the 
silver  certificates  representing  silver  dollars  on  deposit 
in  the  treasury  and  the  rapidly  disappearing  treasury 
notes  of  1890  indicating  that  the  government  held 
silver  bullion. 

The  real  interest  in  paper  money  centers  in  fiat 
money  whose  value  rests  wholly  upon  the  fact  that  the 
government  declares  it  to  be  money  of  a  certain  de- 
nomination. Why,  it  has  been  asked,  could  not  the 
government  issue  a  paper  money  based  upon  its  own 
authority  and  required  to  be  taken  in  payment  of  debts 
and  obligations,  public  and  private?  Is  there,  in  es- 
sence, much  difference  between  the  problem  involved 
in  an  attempt  to  maintain  a  bimetallic  system  and  that 
of  maintaining  a  paper  money  at  par  value?  There 
is  this  difference,  that  in  the  case  of  the  bimetallic 
system  there  is  an  economic  value  in  the  metals,  while 
the  paper  money  is  an  implied  promise  to  pay  money 
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whose  final  value  depends  upon  the  redemption  of 
the  paper  in  metallic  money.  During  the  Civil  War 
the  United  States  issued  large  sums  of  paper  money 
popularly  known  as  greenbacks.  Until  1879  these 
circulated  below  par;  but  the  treasury  then  accumu- 
lated a  large  sum  in  gold,  offering  to  redeem  all  notes 
with  it.  Since  that  date  the  notes  have  been  limited 
in  amount,  and  redemption  of  them  has  been  a  possi- 
bility at  all  times. 

There  is  a  third  class  of  paper  money  that  can  be 
designated  as  credit  money.  Such  money  is  a  prom- 
ise to  pay  coin  and  is  issued  by  governments  and 
banks.  Usually  the  law  requires  the  banks  to  main- 
tain a  reserve  equal  to  a  given  percentage  of  the  issue. 
In  the  final  analysis  such  money  depends  upon  the 
keeping  of  the  promise  to  pay.  Some  of  the  bank 
money  issued  in  the  United  States  before  the  Civil 
War  was  of  this  character.  It  has  a  more  recent  illus- 
tration in  the  Federal  Resene  notes. 

15.  Credit  and  standard  money, — While  the  term 
credit  money  is  in  its  narrower  sense  applicable  to 
cei-tain  forms  of  paper  money,  more  especially  to  bank 
notes  issued  under  government  authority,  it  will  be 
seen  that  many  kinds  of  monej-,  apart  from  the  stand- 
ard, partake  of  the  credit  character. 

Credit  money  exists  in  the  form  of  metallic  money 
as  well  as  in  paper  money,  in  so  far  as  the  value  of  any 
metallic  money  rests  upon  the  good  faith  of  the  gov- 
ernment and  the  ability  to  convert  it  into  standard 
monev.     In  this  sense  the  silver  dollars  and  the  token 
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coins  of  the  United  States  constitute  credit  money. 
When  government  paper  money  like  the  "green- 
backs" attains  convertibility  it  passes  from  the  realm 
of  fiat  money  into  that  of  credit  money.  The  notes 
of  banks  like  those  of  the  national  banks  of  the  United 
States,  which  have  universal  acceptability  and  which 
are  redeemable  in  standard  money,  are  a  form  of 
credit  money  even  tho  they  may  not  be  a  legal  tender 
in  the  payment  of  debt. 

16.  Legal  tender. — Standard  money  of  all  coun- 
tries is  a  legal  tender  which  the  law  compels  creditors 
to  accept.  Such  legal  tender  runs  no  further  than  the 
authority  of  the  government  which  confers  it.  It 
is  not  of  course  the  legal  tender  quality  which  makes 
the  double  eagles  of  the  United  States  so  much  de- 
sired in  foreign  trade. 

If  legal  tender  is  not  necessary  for  money  in  its 
international  use,  neither  is  it  necessary  for  all  kinds 
of  money  in  internal  use.  Any  form  of  money  read- 
ily convertible  directly  or  indirectly  into  standard 
money  circulates  freely,  irrespective  of  whether  it  is 
endowed  by  law  with  legal  tender  quality.  The  'es- 
sence of  such  money  is  its  convertibility. 

When,  however,  legislation  gives  a  legal  tender 
quality  to  money  which  is  not  convertible,  the  seed  of 
trouble  is  sown.  In  the  history  of  the  United  States 
the  legislative  authority  has  made  fiat  money  legal 
tender.  The  Revolutionary  War  was  financed  by 
legal  tender  fiat  money,  and  this  was  also  true  in  part 
of  the  Civil  War.     In  both  cases  the  government  was 
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a  buyer  in  a  market  demoralized  by  its  own  acts.  Be- 
fore redemption  of  the  notes  took  place  the  dollar  was 
not  worth  100  cents;  yet  the  law  forced  the  creditor 
to  accept  such  money  for  past  debts.  Much  loss  of 
propert}'^  thus  resulted  to  the  creditor  class. 

The  government's  intention  regarding  such  money, 
when  issued  on  a  large  scale,  is  to  force  its  use  and  so 
relieve  the  financial  needs  of  the  government.  The 
business  world  begins  to  guess  the  amount  of  money 
likely  to  be  issued  and  the  possibility  of  redemption. 
Thus  an  adjustment  of  prices  begins  at  once.  The 
result,  of  course,  is  a  derangement  of  business  and  a 
kaleidoscopic  variation  in  prices. 

Despite  this  invariable  outcome  so  often  noted  in 
our  own  history-  there  are  those  who  hold  that  the 
government  has  unlimited  power  to  maintain  the  value 
of  paper  money  by  conferring  the  legal  tender  quality 
upon  it.  But  for  ever}-  community  there  is  a  point 
beyond  which  it  will  not  take  any  money.  This  is 
reached  very  quickly  in  the  case  of  excessive  legal 
tender  issues.  Depreciation  follows,  with  baneful  ef- 
fects upon  the  business  man  and  the  wage-earner. 

17.  Greshain's  Lan\ — One  of  the  interesting  phe- 
nomena which  may  be  noted  when  two  metals  or  two 
types  of  coins,  or  for  that  matter  two  different  forms 
of  any  kind  of  money  of  the  same  kind  of  metal,  are 
placed  in  circulation,  is  the  withdrawal  of  the  heavier 
coins  or  the  more  valuable  money  from  circulation 
and  the  continuance  of  the  lighter  or  less  valuable 
monev  in  the  marts  of  trade.     Sir  Thomas  Gresham 
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reformulated  this  idea  in  the  sixteenth  century  during 
Queen  Elizabeth's  reign,  when  he  gave  utterance  to 
what  has  since  been  known  as  Gresham's  Law. 

The  law  has  been  tersely  put  in  this  way:  "Bad 
money  drives  out  good  money."  Thus  stated  it  ap- 
plies to  paper  money  as  well  as  to  metallic  money. 
When  copipetition  works  freely  there  is  an  effort  to 
do  the  economic  work  at  the  least  expense  and  with 
the  largest  results.  On  that  basis  a  fiat  paper  money 
ought  to  circulate  and  do  the  money  work,  but  the 
difficulty  with  such  a  suggestion  is  that  the  holders 
of  the  paper  money  want  in  the  ultimate  analysis 
something  that  can  be  converted  into  value.  Hence 
there  must  be  a  value  basis  for  money  of  any  kind. 

It  is  to  be  understood  that  Gresham's  Law  begins 
to  work  when  there  is  more  than  enough  of  the  two 
types  of  money  to  do  the  work.  The  circulation  con- 
sists of  the  cheaper  money  while  that  condition  exists. 
When  business  conditions  are  such  as  to  demand  both 
kinds  of  coins  and  require  all  the  circulating  media  at 
hand,  the  more  valuable  money  circulates  side  by  side 
with  the  less  valuable  money.  Just  as  soon,  howev^er, 
as  the  demand  slackens,  the  more  valuable  money  is 
withdrawn  from  circulation  for  use  in  the  arts  or  for 
export  for  the  settlement  of  trade  balances. 

To  summarize  the  workings  of  Gresham's  Law,  it 
appears  that  the  tenacity  with  which  a  money  con- 
tinues in  circulation  varies  inversely  with  its  capacity 
to  do  the  different  kinds  of  money  work.  Hence,  if 
a  money  is  worth  less  for  other  purposes  than  as 
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money  there  will  be  no  attempt  to  withdraw  it.  The 
more  \  aluable  money  drifts  into  the  reserves  main- 
tained by  banks  and  the  govermiient.  In  this  con- 
nection it  is  important  to  note  that  trade  in  itself  does 
not  lead  to  money  movement. 

This  is  particularly  evident  in  the  case  of  interna- 
tional trade,  where  the  payments  made  are  for  the  dif- 
ferences in  the  trade  balances  estabhshed  by  the  na- 
tions. The  foreigner  wants  money  with  which  to  buy 
things,  and  so  long  as  he  can  buy  with  drafts  based 
upon  the  credits  established  by  the  sales  of  his  coun- 
try's products  in  foreign  lands  his  purchasing  power 
is  established.  A  balance  one  way  or  the  other  must 
be  settled  in  the  international  money,  gold. 

Here  we  have  one  important  explanation  for  the 
withdrawal  of  gold  from  circulation  and  its  hoard- 
ing for  reserve  purposes  in  the  banks.  The  banks  in 
their  turn  protect  their  gold  reserves  by  raising  the 
rate  of  discount,  and  if  this  reaches  too  high  a  point 
the  gold  moves  into  the  country  from  other  lands  and 
reestablishes  the  equilibrium.  It  is  evident  from  this 
brief  comment  that  a  country  cannot  lose  its  monej^ 
stock. 

18.  Monetary  circulation  of  the  United  States. — 
On  the  first  of  each  month  the  Secretary  of  the  Treas- 
ury issues  a  statement  of  the  monetary  stock  and 
monetarj^  circulation  of  the  United  States.  The  fol- 
lowing is  a  condensed  statement  in  million  dollars  for 
October  1,  1917. 

While  this  table  reveals  three  main  forms  of  money 
11-13  ^- 
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in  the  general  stock,  gold,  silver  and  paper,  it  pre- 
sents a  somewhat  bewildering  variety  of  money  issues 
in  actual  circulation.  One  form,  moreover,  is  not  ac- 
counted for,  namely,  the  minor  coinage,  which  for 
some  reason  is  always  omitted  from  the  Treasury 
statements. 

y  MONEY  OF  THE  UNITED  STATES 

(Amounts  in  millions  of  dollars) 

Held  by  U.  S. 

Mone-       Treasury  as  as-  Money 

Kind  of  moneys  tary        sets  and  by  Fed-  in  cir- 

stock  eral  Reserve  cula- 

banks  against        tion 
note  issues 

Total  5595  774  4821 

Gold   coin    3035  200*  694 

Gold  certificates    528**  1613 

Standard  silver  dollars   568  15  74 

Silver  certificates   ...  477 

Treasury  notes  of  1890 ...  2 

Subsidiary  silver  204                       2  202 

United  States  Notes 347                       6  341 

Federal  Reserve  Notes   712                        5  707 

Federal  Reserve  bank  notes 12               ,    ••'  12 

NaUonal  bank  notes 717  18  699 

*  Held  in  part  by  Federal  Reserve  banks. 
**  Held  wholly  by  Federal  Reserve  banks. 

19.  United  States  gold  money. — It  appears  from 
our  table  that  somewhat  more  than  half  of  the  mone- 
tary stock  of  the  United  States  consists  of  gold  or 
full-standard  money.  This  favorable  condition  of 
affairs  has  been  reached  only  gradually  since  the  re- 
sumption of  specie  payments  in  18.78.  Of  this  gold 
only  a  comparatively  small  part  circulates  in  the  form 
of  coin,  the  great  mass  of  it  coming  into  use  in  the 
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form  of  certificates.  The  gold  coin  held  in  the  Treas- 
ury as  the  reserve  against  such  certificates  does  not 
appear  in  the  table  as  a  Treasury  holding.  While 
the  table  tells  us  that  in  the  form  of  coin  or  certificates 
there  is  over  two  billion  dollars  in  circulation  it  is 
not  to  be  understood  that  any  considerable  portion 
of  this  amount  is  the  pocket  money  of  the  people. 
Some  of  it  is  perhaps  hoarded,  but  the  largest  amount 
which  is  traceable  is  locked  in  vaults  of  banks. 

The  reason  for  preferring  the  certificate  to  coin 
lies  not  only  in  the  greater  ease  of  handling  notes 
and  the  smaller  storage  space  required,  but  also 
in  the  denominations.  Approximately  one-third  of 
the  value  represented  by  the  certificates  is  in  denom- 
inations of  $10,000,  and  another  third  is  in  denomina- 
tions of  $50  and  less  than  $10,000.  Only  one-third 
of  the  value  of  such  certificates  is  represented  by  de- 
nominations no  larger  than  the  coins  themselves. 

20.  United  States  silver  money. — Apart  from  the 
silver  token  coins,  which  are  designated  as  subsidiary 
silver  in  the  table  and  require  no  further  cormnent, 
the  silver  money  of  the  United  States  appears  to  con- 
sist of  silver  dollars,  silver  certificates  and  treasUrj'' 
notes.  The  small  amount  of  the  last  named  now  out- 
standing is  practically  silver  certificates  as  they  are 
represented  in  the  Treasury  by  standard  silver  dol- 
lars and  not  by  bullion  as  was  originally  the  case. 
The  preference  in  the  case  of  silver  for  the  certificates 
rests  upon  their  more  convenient  form. 

When  the  bulkv  silver  dollars  were  first  coined  in 
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1878  it  was  found  impossible  to  force  their  use  upon 
a  people  accustomed  for  years  to  a  currency  composed 
exclusiveh^  of  paper  money.  No  sooner  did  they 
leave  the  Treasury  than  the  channels  of  trade  brought 
them  back.  At  no  time  does  it  appear  to  have  been 
possible  to  circulate  more  than  eighty  millions  of  these 
dollars  in  metallic  form.  The  silver  certificate  solved 
the  problem  of  circulation.  At  the  present  time  these 
certificates  do  a  large  part  of  the  work  for  issues  of 
$5  and  less.  Of  the  total  value  outstanding  less  than 
one-fifth  is  represented  by  certificates  of  a  larger 
denomination  than  $5. 

We  owe  the  presence  of  this  money  in  our  circula- 
tion to  the  attempt  of  our  government  to  bolster  up 
the  price  of  silver  with  a  view  to  reestablishing,  if 
possible,  the  ratio  to  gold  of  16  to  1  which  had  pre- 
vailed in  our  legislation  prior  to  the  Civil  War.  Un- 
der the  Bland- Allison  Act  of  February  28,  1878,  the 
government  was  directed  to  purchase  from  $2,000,000 
to  $4,000,000  worth  of  silver  each  month  and  coin  it 
into  standard  silver  dollars.  The  government  never 
bought  more  than  the  minimum,  but  as  silver  was 
declining  in  price  it  added  considerably  more  than 
$24,000,000  annually  to  our  circulation.  This  act  was 
superseded  by  the  Sherman  Act  of  1890  under  which 
the  government  bought  monthly  4,500,000  ounces  of 
silver  and  issued  the  Treasury  notes  of  1890  for  the 
purchase  price. 

While  under  the  Bland-Allison  Act  a  fall  in  the 
price  of  silver  resulted  in  the  purchase  of  a  larger 
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amount  to  be  coined  into  dollars,  under  the  Sherman 
Act  the  fall  in  price  meant  that  a  smaller  amount  of 
money  was  required  to  purchase  the  stipulated  amount 
of  silver,  and  hence  in  the  first  instance  the  amount  of 
notes  was  diminished.  However,  the  Sherman  Act 
contained  a  provision  that  the  silver  purchased  could 
be  coined  into  standard  silver  dollars.  Tho  silver 
purchases  ceased  in  1893,  coinage  of  the  bullion  con- 
tinued until  it  was  exhausted  in  1904.  The  small 
amount  of  Treasury  notes  now  outstanding  is  there- 
fore secured  not  by  bullion  but  by  dollars. 

21.  Paper  money  in  the  United  States. — In  our 
monetary  circulation  paper  is  represented  by  govern- 
ment issues,  issues  of  the  Federal  Reserve  banks  and 
issues  of  national  banks.  The  United  States  notes 
are  the  "greenbacks"  of  Civil  War  fame.  During 
the  war  their  amount  was  not  much  larger  than  at 
present;  but  the  population  of  the  country  was  less 
and  the  demand  for  money,  therefore,  much  smaller. 
When  they  were  issued  they  were  not  redeemable  in 
gold.  Specie  payments  had  been  suspended  both  by 
the  banks  and  the  government.  Hence  their  issue 
drove  gold  out  of  circulation. 

When  after  the  war  Secretary  McCulloch  curtailed 
their  amount  by  some  forty  millions  of  dollars,  he  was 
stopped  by  act  of  Congress,  animated  by  the  fear  of 
the  consequences  which  must  come  from  reducing  an 
inflated  currency.  In  fact,  little  reduction  took  place, 
and  the  standard  money  in  our  currency  has  so  gi-own 
since  then  that  these  paper  issues  have  been  overshad- 
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owed.  With  the  resumption  of  specie  payments  in 
1878  and  the  stationary  amount  of  the  issue,  the 
"greenbacks"  have  acquired  respectability. 

The  national  bank  notes  are  another  heritage  of 
Civil  War  finance.  The  national  banking  system  was 
established  with  the  twofold  purpose  of  furnishing  a 
market  for  the  bonds  of  the  United  States,  and  fur* 
nishing  a  uniform  and  secure  national  currency  in  lieu 
of  the  varied  and  often  dubious  issues  of  the  state 
banks.  Neither  effort  succeeded  very  well  until  a 
law  of  1865  placed  a  tax  of  10  per  cent  upon  all 
state  bank  notes  issued.  This  tax  killed  the  circula- 
tion of  state  bank  notes,  and  many  banks  which  had 
been  organized  under  state  law  secured  charters  as 
national  banks.  Bank  notes  are  issued  by  the  banks 
against  a  deposit  of  United  States  bonds  with  the 
government.  The  law  makes  the  investment  of  some 
part  of  the  banks'  capital  in  bonds  of  the  United 
States  obligatory,  and  permits  a  larger  investment  if 
desired.  On  the  basis  of  these  bonds,  notes  are  issued 
to  the  bank  which  puts  them  into  circulation. 

Such  money  rests  ultimately  upon  the  promise  of 
the  United  States  to  pay  its  bonds,  and  its  value  is 
therefore  intimately  bound  up  with  the  public  credit. 
Of  a  similar  nature  are  the  Federal  Reserve  bank 
notes  which  must  be  carefully  distinguished  from  the 
Federal  Reserve  notes.  Like  the  national  banks  the 
Federal  Reserve  banks  may  acquire  bonds  and  issue 
notes  upon  them  on  the  same  basis.  They  must, 
moreover,  purchase  bonds  up  to  a  certain  amount  each 
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year,  if  offered  for  sale  by  the  national  banks  that 
desire  to  get  rid  of  their  bonds  and  the  circulation 
based  upon  them,  tho  the  Federal  Reserve  banks  are 
not  required  to  take  this  full  amount  from  the  national 
banks  if  they  have  already  purchased  some  bonds  in 
the  market.  The  law  thus  contemplates  a  gradual 
retirement  of  the  national  bank  notes,  but  it  is  not 
compulsory.  When  the  Federal  Reserve  banks 
acquire  the  two  per  cent  bonds  of  the  United  States, 
they  can  change  them  into  three  per  cent  bonds  with- 
out the  circulation  privilege,  or  they  may  issue  notes 
against  them.  They  have  followed  thus  far  both 
plans,  and  hence  the  small  amount  of  the  Federal 
Reserv'e  bank  notes  outstanding  has  not  increased  in 
proportion  to  the  bond  purchases  of  these  banks. 

The  final  element  in  our  circulation  of  paper  money 
consists  of  the  Federal  Reserve  notes. ^  These  notes 
are  in  part  pure  credit  money.  They  have  been  issued 
in  part  in  the  process  of  discounting  commercial 
paper  for  member  banks.  Their  circulation  rests 
upon  the  faith  which  the  conmiunity  has  in  the  issuing 
banks,  and  on  the  reserve  of  gold  held  against  such 
notes.  For  notes  so  issued  the  banks  hold  a  reserve 
in  gold  of  40  per  cent  of  the  amount  issued. 

But  by  far  the  greater  part  of  the  Federal 
Reserve  notes  outstanding  are  not  of  this  character. 
They  have  been  issued  thru  the  rediscounting  process, 
but  as  the  commercial  paper  against  which  they  were 
issued  matured,  the  banks  have  deposited  gold  coin  or 

1  For  further  inforniation  regarding  these  notes,  see  Vol.  16,  p.  306. 
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certificates  against  the  notes  which  remain  in  circula- 
tion with  security  of  equal  value  with  the  notes  issued. 
Such  an  issue  of  notes  serves  to  make  the  public 
familiar  with  notes  of  the  new  form,  but  does  not  in 
any  sense  change  the  currency  conditions  prevailing 
before  their  issue. 

22.  Oui'  monetary  system. — The  monetary  circula- 
tion of  the  United  States  is  so  varied  in  character 
that  it  can  hardly  be  called  a  system.  It  might  rather 
be  termed  a  collection  of  remnants.  In  it  are  em- 
bodied the  remains  of  abandoned  policies.  Yet  taken 
as  a  whole  it  serves  our  pm*poses  very  well.  The 
"greenbacks"  and  the  silver  issues,  which  in  times 
past  have  been  deemed  danger  points,  have  thru  the 
fact  that  they  are  stationary  in  amount  become  harm- 
less. At  present  the  only  forms  of  currency  that 
admit  of  expansion  are  gold,  the  I'ederal  Reserve 
notes  and  the  bank  notes  of  the  national  and  Federal 
Reserve  banks. 

Increase  in  the  gold  circulation  and  increase  of  the 
Federal  Reserve  notes  depend  upon  trade  movements 
and  not  upon  government  action.  In  thus  securing  a 
currency  which  is  responsive  to  trade  requirements  we 
have  placed  business  on  a  sounder  basis  than  formerly. 

REVIEW 

What  service  does  money  render  in  effecting  exchanges  ? 
How  does  money  act  as  a  standard  of  value  and  what  is  the 
chief  requirement  of  the  substance  used  as  such  standard? 
How  does  paper  money  get  and  maintain  its  value  ? 
What  is  credit  money  ? 
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How  is  Gresham's  Law  usually  stated  and  when  does  it  op- 
erate ? 

How  is  the  presence  of  so  much  silver  in  the  monetary  circu- 
lation of  the  United  States  accounted  for? 

How  many  forms  of  paper  money  have  we  in  the  United  States 
and  how  do  they  differ? 


CHAPTER  XI 

CREDIT 

1.  Reldtion  of  credit  to  exchange  processes. — It  is 
not  practicable  to  unfold  the  science  of  business  with 
the  same  logical  precision  that  can  be  applied,  for 
instance,  in  geometry.  Business  is  a  living  thing  and 
its  parts  are  so  bound  up  with  one  another  that  we 
must  of  necessity  use  many  terms  before  it  is  possible 
to  define  them  or  consider  them  in  detail. 

No  discussion  of  prices  and  no  discussion  of  money 
would  be  possible  which  did  not  introduce  at  least 
incidentally  the  terms  credit  and  banks.  While  the 
technical  details  of  banking  and  credit  are  reserved 
for  other  volumes  of  the  Modern  Business  Texts,  some 
general  consideration  of  the  nature  and  functions  of 
credit  is  indispensable  to  a  proper  understanding  of 
the  general  principles  which  underlie  all  business 
affairs. 

In  the  development  of  successive  methods  of  ex- 
changing goods,  credit  has  been  designated  as  the  third 
and  final  step.  The  greater  part  of  the  world's  busi- 
ness is  transacted  on  a  credit  basis,  and  the  examina- 
tion of  how  this  is  brought  about  will  not  only  intro- 
duce us  to  fundamental  business  activities  but  will 
serve  to  make  clearer  the  processes  which  have  already 
been  explained. 

186 
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2.  Exchange  without  money. — The  inconveniences 
of  barter  were  largely  removed  by  the  use  of  money. 
Money  has  attained  its  present  usefulness  only  after 
many  experiments,  but  money  is  not  without  its 
limitations.  Many  of  the  objections  to  the  use  of 
money  in  larger  transactions,  which  grew  out  of  the 
bulk  and  weight  of  the  coin,  have  been  removed  by 
devising  the  various  forms  of  paper  money  described 
in  the  preceding  chapter.  Even  with  this  relief  to  the 
mercantile  community  there  has  been  a  constant  striv- 
ing to  do  business  without  the  actual  use  of  money, 
not  only  because  of  its  bulk,  but  also  because  it  has 
been  found  that  without  using  money  directly,  a  much 
larger  volume  of  business  can  be  transacted. 

With  exchanges  based  on  credit  no  money  at  all  is 
used.  Men  buy  and  sell  without  possessing  money 
and  sometimes  without  o^^Tiing  property.  The  buyer 
gives  instead  of  money,  the  promise  to  pay  money. 
But  the  promise  to  pay  money  is  not  of  necessity 
redeemed  in  money  itself.  This  promise  may  be,  and 
generally  is,  satisfied  by  the  transfer  of  money's 
equivalent. 

^loney  is  sometimes  spoken  of  as  the  "control  over 
goods."  It  is  this  control  which  men  need  in  business, 
not  the  money  which  gives  it.  If  they  can  secure  the 
control  -Rathout  the  money  they  are  perfectly  satisfied. 
Hence  the  promise  to  pay  money  involved  in  every 
credit  transaction  is  in  the  majority  of  cases  satisfied 
by  some  act  of  the  debtor  which  at  the  time  of  maturity 
transfers  to  the  creditor  some  form  of  control  over 
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goods  or,  as  it  was  expressed  before,  money's 
equivalent. 

3.  What  is  credit? — Some  indication  of  the  mean- 
ing of  credit  has  ah'eady  been  given,  perhaps  in  quite 
as  satisfactory  form  as  in  a  formal  definition.  But 
the  term  is  used  in  so  many  different  senses,  both  in 
everyday  speech  and  in  the  language  of  affairs,  that 
it  is  well  to  determine  in  what  sense  it  is  to  be  used  in 
this  discussion.  The  common  expression  that  a  man 
is  given  credit  for  something,  or  that  he  has  credit, 
means  in  mercantile  life  that  he  enjoys  the  confidence 
of  the  community  and  has  the  ability  to  borrow.  This 
is  the  personal  side  of  credit,  which  in  the  world  of 
business  is  of  great  importance.  The  Modern  Busi- 
ness Text  on  "Credit  and  the  Credit  Man"  will  deal 
extensively  with  this  personal  aspect  of  credit. 

In  the  present  discussion  credit  must  be  considered 
objectively.  John  Stuart  Mill  in  his  "Principles  of 
Political  Economy"  defines  credit  as  being  the  per- 
mission to  use  another's  capital.  Mr.  H.  D.  Mac- 
Leod in  his  "Theory  of  Credit"  informs  us  that  credit 
is  "a  right  of  action."  These  two  definitions  present 
credit  from  two  sides  but  each  is  an  incomplete  picture. 
Mill's  definition  of  credit  describes,  tho  briefly,  the 
role  which  credit  plays  in  modern  business,  while  Mac- 
Leod approaches  the  subject  from  its  legal  rather 
than  from  its  economic  side. 

A  credit  is  so  much  more  than  the  permission  to  use 
another's  capital  that  it  will  serve  our  purposes  better 
to  amplify  the  definition  of  MacLeod  and  designate 


CREDIT  189 

credit  as  the  right  to  receive  a  future  payment  off 
money.     If  we  keep  this  thought  in  mind  it  will 
enable  us  to  understand  more  clearly  not  only  what 
credit  does  but  how  it  accomphshes  results. 

Such  a  definition  of  credit  implies  that  some  ex- 
change is  incomplete.  On  the  one  hand,  a  quantity  of 
"oods  or  some  other  valuable  consideration  has  been 
transferred,  but  the  payment  for  it  is  postponed.  All 
that  is  given  in  exchange  is  a  promise  to  pay.  This 
promise  may  be  regarded  as  something  definite 
because  in  various  ways  whoever  obtains  from  such  a 
transaction  a  right  to  receive  payment  can  transfer 
that  right  before  the  payment  is  actually  due,  and 
thus  come  into  the  possession  of  the  full  fruits  of  the 
transaction.  For  its  further  utilization  in  business 
affairs,  however,  the  form  in  which  the  promise  or  the 
credit  is  expressed  is  of  the  highest  importance.  If 
reduced  to  a  promissory  note,  bill  of  exchange  or 
similar  instrument,  it  becomes  at  once  impersonal,  and 
can  be  bought  and  sold  with  comparative  ease. 

4.  Kinds  of  credit. — All  credit  arises  in  the  process 
of  exchange,  either  the  exchange  of  credit  for  goods, 
credit  for  money,  or  credit  for  credit.  If  A  buys 
goods  of  B,  he  may  offer  the  price  of  the  goods  in 
gold  or  in  bank  notes,  he  may  give  his  promissory 
note  or  he  may  give  nothing  but  his  simple  promise 
to  pay.  When  payment  is  made  in  gold  no  credit  is 
involved. 

The  case  is  different  when  payment  is  made  in  bank 
notes.     As  we  have  seen,  these  circulate  as  money  and 
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have  a  wide  acceptability,  but  back  of  them  is  the 
credit  of  the  bank.  They  belong  in  that  intermediate 
stage  between  standard  money  and  credit  which  has 
been  designated  as  credit  money.  When  the  pur- 
chaser offers  his  personal  check  and  this  offer  is  ac- 
cepted, there  is  a  payment  thru  credit.  This  is  plain 
in  the  case  of  payment  by  promissory  note  or  when 
there  is  only  a  simple  promise  to  pay,  but  in  the 
former  case  the  credit  is  less  personal  and  more 
general. 

It  is  plain  that  these  different  forms  of  credit  have 
different  degrees  of  transferability.  Checks,  notes 
and  personal  promises  or  book  credits  represent  three 
degrees  of  transferability,  of  which  the  first  is  the 
highest  and  the  last  the  lowest. 

5.  Credit  based  upon  money. — Credit  is  the  right 
to  receive  a  future  payment  of  money,  but  if  it  were 
nothing  more  than  this  it  would  serve  only  a  limited 
purpose.  All  credit  is  expressed  in  terms  of  money 
because  all  values  are  so  expressed.  If  the  credit  is 
a  simple  book  credit  for  30  or  60  days  and  on  the 
expiration  of  this  time  is  canceled  by  a  payment  of 
gold  the  transaction  is  merely  a  money  exchange  with 
deferred  payment.  The  same  is  true  if  a  promissory 
note  is  given  which  remains  until  maturity  in  the 
seller's  hands  and  is  then  paid  in  gold. 

But  if  the  seller  takes  the  note  to  the  bank  and  has 
it  discounted,  he  transforms  a  credit  of  limited  ac- 
ceptability into  one  of  much  larger  acceptability  and 
is  able  to  make  use  of  an  equivalent  amount  of  capital. 
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If  when  the  credit,  whether  a  book  credit  or  a  note, 
becomes  due  the  buyer  cancels  it  by  his  check  on  the 
bank,  the  whole  transaction  has  been  accomplished 
without  the  use  of  money. 

Credit  always  creates  a  right  to  receive  money  at  a 
future  date,  and  while  in  the  majority  of  cases  it  is 
not  money  but  money's  equivalent  which  is  received, 
it  would  be  utterly  impossible  to  understand  all  the 
workings  of  credit  if  it  were  not  borne  in  mind  that 
this  right  to  receive  money  may  be  exercised.  In- 
deed, the  varying  degree  in  which  this  right  is  actu- 
ally exercised  is  largely  responsible  for  what  the  busi- 
ness world  knows  as  the  cycle  of  prosperity,  panic 
and  depression. 

6.  Use  of  credit  in  industry. — Modern  business 
requires  capital  for  its  foundation  and  its  operation. 
It  must  have  lands,  buildings,  machinery — a  great 
variety  of  capital  goods  which  make  up  plant  and 
equipment.  Furthermore,  it  requires  raw  materials, 
supplies  and  money  to  pay  for  services  and  for  such 
expenses  as  taxes.  Xow,  in  the  modern  world  it  is 
not  necessarily  the  owners  of  wealth  who  engage  in 
production  or  direct  industry.  If  the  man  behind  the 
enterprise  is  not  a  capitalist  and  cannot  induce  cap- 
italists to  share  with  him  in  the  risks  and  profits  of  the 
business  he  must  borrow  property  from  others.  In 
so  doing  he  goes  into  debt,  and  various  kinds  of  credit 
obligations  are  created  which  must  eventually  be 
liquidated. 

The    particular    form    which    these    credits    take 
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depends  upon  a  variety  of  circumstances,  not  onlj^ 
the  sagacity  of  the  borrower,  but  the  purposes  to 
which  the  money  is  to  be  put  and  the  condition  of  the 
credit  market.  As  a  general  rule,  before  credit  can 
be  obtained  in  any  form  the  borrower  must  have  some 
actual  wealth  which  he  owns  or  controls.  Thus 
credit  appears  in  the  role  of  supplementing  capital, 
and  enabling  the  enterprise  to  \  erify  the  scriptural 
saying  that  "to  him  that  hath  shall  be  given." 

The  readiness  with  which  credit  can  be  commanded 
depends  upon  the  reputation  of  the  manufacturer  or 
dealer  for  successfully  selling  his  product,  the  amount 
of  the  credit  and  the  nature  of  the  business.  Since 
all  kinds  of  business  are  not  considered  by  the  world 
at  large  as  equally  vital  to  the  welfare  of  the  com- 
munity, there  may  in  dull  times  be  much  greater  diffi- 
culty in  borrowing  for  one  kind  of  business  than  for 
another. 

Those  who  deal  in  food  and  in  other  necessaries  of 
life  are  reasonably  sure  of  selling  their  product  under 
all  conditions.  Even  in  hard  times  credit  is  granted 
to  those  engaged  in  such  business,  where  it  would  be 
denied  in  a  business  which  could  command  a  less  cer- 
tain market.  But  oftentimes  men  in  these  other 
lines  of  business  have  a  reputation  for  successful  sell- 
ing which  is  so  good  that  they  can  easily  obtain  credit 
when  many  of  their  rivals  encounter  extreme  difficulty 
in  so  doing,  or  fail  in  the  attempt.  These  conditions 
may  well  determine  the  form  of  credit.  In  some 
cases  almost  absolute  reliance  may  be  placed  on  tern- 
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porary  accommodations.  In  other  cases  it  may  be 
more  advantageous  to  increase  permanently  the  work- 
ing capital  by  placing  longer  terms  of  mortgage  upon 
the  real  estate  used  in  the  business. 

7.  Mortgages  and  bonds. — When  capital  is  bor- 
rowed on  a  mortgage,  real  property  is  pledged  for  the 
payment  of  the  obligation  assumed.  The  ordinary 
small  loan  is  made  by  means  of  a  bond  and  mortgage, 
in  which  the  bond  contains  the  direct  obligation  to  pay 
and  the  mortgage  is  the  agreement,  in  case  of  non- 
payment, to  transfer  the  property  pledged  to  the 
creditor.  Such  a  bond  is  in  smaller  transactions 
indivisible.  In  the  larger  transactions  of  corporations 
the  bond  becomes  bonds  which  are  fractional  parts 
of  and  common  obligation  secured  by  a  mortgage. 
Like  short-term  obligations  these  promises  must  be 
redeemed,  but  as  they  run  for  considerable  periods  of 
time  the  borrower  is  given  the  opportunity  to  make 
the  required  payments  from  the  accumulated  profits 
of  the  capital  which  has  been  borrowed. 

The  purpose  of  loans  of  this  character  is  to  allow 
the  borrower  to  use  the  proceeds  in  some  more  or  less 
fixed  or  permanent  investment.  The  railroad  cor- 
porations of  the  United  States  have  borrowed  largely 
in  this  manner  and  the  method  is  coming  to  be  more 
and  more  general  among  the  public  utility  corpora- 
tions. On  the  other  hand,  industrial  corporations 
have  used  this  form  of  borrowing  sparingly.  When 
bonds  are  issued  in  this  form  it  is  expected  that  in- 
terest will  be  paid  from  the  current  earnings  of  the 
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corporations.  Payment  of  the  principal  is  sometimes 
provided  at  least  in  part  from  earnings,  but  is  gener- 
ally made  from  the  proceeds  of  the  sale  of  new  securi- 
ties. 

8.  Commercial  credit. — The  borrowing  on  bonds 
and  mortgages  naturally  suggests  a  contrast  to 
ordinary  commercial  credit.  When  a  dealer  pur- 
chases goods  on  credit  he  hopes  to  have  sold  these 
goods  again  before  the  expiration  of  the  credit  period 
and  to  be  in  a  position  to  meet  his  obligation  from  the 
proceeds  of  the  sale.  By  such  action  he  expects  to 
gain  in  addition  a  profit  for  himself.  This  illustrates 
what  Mill  had  in  mind  when  he  defined  credit  as  per- 
mission to  use  another's  capital. 

Similarly,  when  a  manufacturer  buys  materials  on 
credit  or  borrows  money  on  his  note  to  pay  wages,  he 
hopes  to  meet  such  obligations  from  the  sale  of  his 
product.  There  is  in  these  cases  a  confident  expecta- 
tion that  the  whole  amount  borrowed  will  be  replaced, 
as  it  were,  by  a  single  transaction.  When  money  is 
borrowed  for  longer  terms  the  replacement  of  the 
capital  is  only  gradual. 

The  distinction  between  borrowing  for  investment 
purposes  and  borrowing  for  operating  expenses  is  very 
important,  altho  it  is  not  always  observed  either  by 
those  who  seek  or  by  those  who  grant  credit  accom- 
modations. 

9.  Cost  of  credit. — Credit  is  an  economic  good  and 
like  other  economic  goods  must  be  paid  for  by  those 
who  use  it.     In  the  case  of  bonds  and  certain  long- 
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term  notes  the  price  is  expressed  as  interest.  In  the 
case  of  notes  discounted  at  the  bank  the  price  of  credit 
appears  as  discount.  In  some  cases,  indeed,  no  inter- 
est is  apparent  on  the  face  of  the  transaction.  When 
goods  are  bought  on  sixty  days'  credit,  for  example, 
the  interest  paid  by  the  borrower  is  concealed  in  the 
price  of  the  goods.  In  mercantile  practice,  wherever 
a  specific  discount  is  allowed  for  cash  payments,  the 
amount  of  the  interest  involved  in  payments  on  credit 
can  be  precisely  calculated.  There  can  be  no  doubt 
that  such  transactions  always  include  interest,  whether 
or  not  it  may  be  readily  calculated. 

The  rate  of  interest  is  determined  by  the  condition 
of  the  credit  market.  Rates  of  interest  on  bonds  and 
other  long-term  obhgations  appear  to  be  fairly  fixed, 
altho  they  vary  somewhat  with  the  demand  for,  and 
the  supply  of,  such  investments.  These  variations, 
in  the  case  of  bonds  and  similar  securities,  are  more 
likely  to  find  expression  in  the  price  of  issue  than  in 
the  interest  rate.  Generally  speaking,  railway  obli- 
gations bear  from  four  to  six  per  cent  interest,  public 
service  corjjoration  bonds  from  five  to  six  per  cent  and 
real  estate  mortgage  bonds  from  five  to  seven  per  cent, 
according  to  the  location  and  the  value  of  the  security. 

On  the  other  hand,  the  discount  for  commercial 
paper  has  a  much  wider  range.  It  may  be  as  low  as 
three  per  cent  when  the  market  is  easy  and  bankers 
are  eager  to  loan.  But  as  the  demand  for  credit 
increases,  rates  of  discount  rise  and  in  times  of  panic 
may  be  as  high  as  10  and  12  per  cent.     The  average 
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is  perhaps  from  four  to  five  per  cent.  The  lower  rate 
of  interest  for  commercial  paper  sometimes  prompts 
men  who  have  no  immediate  prospect  of  repayment 
to  borrow  on  short-time  paper. 

Naturally  the  borrower  seeks  the  lowest  rate  of 
interest  available.  If  he  has  borrowed  at  four  per 
cent  on  short-time  notes  he  is  reluctant  to  issue  six  per 
cent  bonds  in  their  stead.  If  money  becomes  tight  he 
seeks  to  make  the  change  but  is  liable  to  find  that  the 
market  will  no  longer  absorb  the  bonds.  The  ad- 
vantage of  long-term  borrowing  in  certain  lines  of 
business  is  so  great  that  far-sighted  men  of  business 
will  often  forego  the  temporary  advantage  of  lower 
interest  in  short-term  notes  in  favor  of  the  greater 
security  of  long-term  obligations.  When  capital  is 
borrowed  on  such  terms  the  borrower  has  no  fear  of 
being  squeezed  in  a  tight  money  market  which  may 
jeopardize  his  enterprise. 

10.  What  credit  does. — This  description  of  the 
conditions  under  which  credit  is  obtained  has  inci- 
dentally given  some  idea  of  what  credit  does.  It 
must  be  evident  that  credit  directly  adds  nothing  to 
the  wealth  of  the  community  except  perhaps  as  it 
draws  in  capital  from  other  sources.  If  we  take 
the  world  as  a  whole,  the  existence  of  credit  does 
not  of  itself  enhance  the  amount  of  wealth.  Any 
inventory  of  the  world's  wealth  would  pass  over 
credit,  because  credit  is,  after  all,  a  relation  between 
individuals,  a  question  which  concerns  not  the  aggre- 
gate of  wealth  but  its  distribution  among  individuals. 
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The  chief  function  of  credit  in  the  world  of  pro- 
duction is  to  distribute  capital.  Thru  its  agency  the 
active,  energetic  men  of  the  world  are  enabled  to 
secure  control  of  the  capital  needed  in  their  enter- 
prises. Thus,  while  credit  does  not  increase  wealth  it 
greatly  increases  capital,  which  has  been  defined  as 
wealth  devoted  to  production.  It  can  therefore  be 
readily  understood  why  writers  upon  the  subject  have 
been  disposed  to  sing  hymns  of  praise  in  honor  of 
credit,  and  extol  in  eloquent  periods  its  beneficent 
workings.  Thru  its  aid  the  world's  production  is 
vastly  increased,  and  the  creation  of  wealth  is  greatly 
stimulated.  While  it  is  not  wealth,  it  is  one  of  the 
most  powerful  factors  in  the  creation  of  wealth.  In- 
directly it  serves  to  bring  forth  new  stores  of  value,  to 
create  new  means  of  production,  favoring  economy 
and  providing  for  each  generation  a  larger  store  of  this 
world's  goods  than  was  possessed  by  its  predecessors. 

11.  Credit  and  money. — All  credit  is  expressed  in 
terms  of  money,  and  back  of  it  there  must  be  cer- 
tain reserves  not  only  of  capital,  as  has  already  been 
pointed  out,  but  also  of  money.  Such  reserves  are 
needed  for  the  contingency  that  a  portion  of  the  credit 
obligations  must  be  met  by  money  payments.  This 
is  not  the  only  relation  of  credit  to  money.  As  we 
have  seen,  the  function  of  money  which  is  most  gen- 
erally understood,  and  which  was  perhaps  the  first 
in  point  of  time,  is  to  serv^e  as  a  medium  of  exchange. 
If  anything  besides  standard  money  serves  as  a 
medium  of  exchange  in  just  so  far  does  it  partake  of 
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the  nature  of  money.  Now  under  many  conditions 
credit  serves  to  make  exchanges;  thus  it  is  described 
as  a  medium  of  exchange. 

Some  have  pointed  out  that,  as  the  majority  of 
exchanges  are  made  by  the  use  of  credit,  credit  and 
not  money  is  the  chief  medium  of  exchange.  This 
point  of  view  is  useful  in  calhng  attention  to  the 
services  of  credit  but  it  should  not  lead  to  any  misap- 
prehension of  the  relation  of  money  to  credit,  or  the 
designation  of  credit,  as  money.  Between  the  two 
there  is  a  fundamental  difference.  As  a  medium  of 
exchange  money  is  universally  acceptable,  while  credit 
has  only  a  limited  acceptability. 

The  relation  of  money  and  credit  brings  to  light  the 
great  importance  of  the  distinction  between  credit  in 
general  and  credit  instruments.  The  former  does  not 
serve  as  a  medium  of  exchange  in  any  degree  except 
as  it  is  transformed  into  the  latter.  If  the  use  of 
credit  merely  postpones  a  payment  of  cash,  and 
nothing  more,  it  may  serve  a  useful  purpose  to  the 
individual  but  it  does  not  in  any  degree  perform  a 
money  function  or  diminish  the  demand  for  money. 
A  credit  instrument  may,  however,  be  used  to  effect 
any  number  of  exchanges  besides  that  which  originally 
gave  rise  to  it,  and  thus  it  may  perform  a  real  money 
service. 

It  is  quite  possible  to  conceive  of  notes  and  similar 
obligations  as  performing  this  function  without  the 
interposition  of  the  banker.  But  in  the  modern 
world  it  is  thru  the  banker  that  credit  serves  as  a 
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medium  of  exchange,  and  any  explanation  of  things 
as  they  are  must  take  the  banker  into  account.  He 
is  the  intermediary  thru  whom  credit  is  distributed  to 
those  who  desire  to  utihze  it.  While  the  full  descrip- 
tion of  banks  and  their  operation  must  necessarily  be 
reserved  for  the  Modern  Business  Text  on  "Bank- 
ing," their  relation  to  the  general  credit  situation 
may  be  briefly  set  forth  here. 

12.  Bank  notes. — The  methods  pursued  by  the 
banks  in  different  countries  in  loaning  money  vary. 
In  some  countries  credit  is  extended  chiefly  thru  the 
use  of  bank  notes.  The  applicant  for  a  loan  receives 
its  proceeds  in  the  notes  of  the  bank,  which  he  uses 
as  money  for  the  payments  that  he  has  to  make. 
Such  notes  are  simply  the  promissory  notes  of  the 
bank.  People  are  willing  to  accept  them  because 
in  form  they  are  similar  to  money,  and  because  the 
bank  is  kno>\Ti  generally  to  be  solvent.  This  sol- 
vency is  maintained  by  holding  in  the  bank  a  reserve 
of  standard  money  with  wiiich  to  redeem  the  notes  on 
presentation.  Such  notes  are  always  payable  on 
demand.  The  reserve  of  money  held  against  them  is 
either  fixed  by  law  or  dictated  by  experience,  but  the 
reserve  is  only  a  fraction  of  the  amount  of  the  notes 
issued.  With  a  reserve  of  20  per  cent,  for  example, 
the  potency  of  money  to  effect  exchanges  is  multiplied 
five  times  as  long  as  the  bank  holds  it  in  reserve  for 
the  redemption  of  notes  issued  against  it. 

The  amount  of  gold  held  and  the  amount  of  notes 
issued  against  it  varies  with  the  demand  for  capital. 
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In  dull  times  it  is  curtailed,  and  in  easy  times  it 
increases  in  amount.  These  changes  are  brought 
about  by  the  issue  and  the  redemption  of  the  notes. 
If  notes  are  in  excess  of  needs  they  flow  back  into  the 
banks.  In  common  speech  such  bank  notes  are 
usually  spoken  of  as  money,  but  the  economist  recog- 
nizes the  important  credit  element  which  enters  into 
them  and  calls  them,  as  we  have  seen  in  the  preceding 
chapter,  credit  money. 

In  the  hodge-podge  of  bank  note  issues  which  pre- 
vailed in  the  United  States  before  the  enactment  of 
the  National  Banking  Act,  there  were  some  banks 
which  issued  notes  on  the  principle  which  has  been 
described  and,  in  a  general  banking  situation  which 
has  frequently  been  spoken  of  as  riotous  and  chaotic, 
preserved  an  honorable  record.  But  so  many  abuses 
arose  that  people  regarded  the  issue  of  bank  notes 
more  as  a  government  issue  than  as  a  function  of 
credit.  In  the  national  banking  system,  regulation 
superseded  redemption  as  a  controlling  principle  in 
the  issue  of  bank  notes.  Neither  the  national  bank 
notes  nor  the  Federal  Reserve  bank  notes  which  are 
to  replace  them  rest  on  the  demand  for  capital,  but  on 
bonds  deposited  for  their  security.  On  the  other 
hand  the  Federal  Reserve  notes  as  described  in  the 
last  chapter  rest  in  part  upon  this  demand  and  can  be 
issued  to  meet  the  varying  needs  of  the  business 
community. 

13.  Bank  deposits. — In  the  United  States  the  de- 
velopment of  banking  credit  has  been  chiefly  thru  the 
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growth  of  the  deposit  and  check  system.  Under  this 
plan  credits  circulate  thru  checks  and  drafts  drawn 
against  deposit  credits.  Bank  loans  are  not  made 
by  handing  the  borrower  the  proceeds  either  in  its 
0^11  notes  or  in  other  currency  but  by  opening  a 
credit  to  his  account.  Against  this  credit  he  may 
draw  checks.  The  recipient  of  the  check  does  not  as 
a  rule  cash  it,  but  deposits  it  in  the  same  or  another 
bank.  Thru  a  bookkeeping  arrangement  in  the  bank, 
or  an  adjustment  between  the  banks  when  two  are 
involved,  the  right  to  draw  checks  passes  to  the  new 
owner.  By  this  process,  indefinitely  continued,  the 
credit  of  the  country  is  mobilized  thru  the  banks  and 
serves  the  purpose  of  a  medium  of  exchange. 

The  volume  of  credit  swells  as  the  business  of  the 
country  increases,  and  contracts  when  the  business 
diminishes.  It  serves  most,  if  not  all,  the  purposes 
of  money  much  better  than  money  itself,  among 
those  who  are  accustomed  to  its  use.  ^\^leneve^  large 
payments  have  to  be  made  to  persons  not  familiar  with 
credit  transactions  money  is  required,  and  this  strains 
the  credit  situation.  The  need  of  "money  to  move  the 
crops"  is  a  familiar  illustration.  When  crops  are  har- 
vested actual  currency  is  needed  to  make  payment  for 
them.  This  seasonal  demand  for  cash  is,  however, 
diminishing  as  the  western  farmer  becomes  more  and 
more  accustomed  to  the  use  of  banks. 

14.  Liquidation  of  credit. — Thru  the  agency  of 
credit  a  vast  nimiber  of  obligations  payable  in  mone}" 
are  created.     Obviously   it  would  be   impossible   to 
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redeem  them  all  at  one  time.  Against  such  credit 
there  is  kept  a  certain  reserve  of  gold.  If  demands 
for  redemption  lessen  the  quantity,  it  must  be  replen- 
ished. It  can  be  replenished  only  by  curtaihng 
credits.  Such  a  process  does  not,  as  we  have  seen, 
lessen  in  any  degree  the  amount  of  existing  wealth, 
but  none  the  less  it  may  necessitate  painful  readjust- 
ments in  business.  Those  who  had  counted  upon  the 
continuance  of  credit  accommodations  are  forced  to 
curtail  or  even  abandon  their  operations. 

If  the  demand  for  a  liquidation  of  outstanding 
credits  is  widespread,  panic  and  business  depression 
ensue.  Wealth  is  not  destroyed.  But  the  control  of 
wealth  passes  more  and  more  into  the  hands  of  those 
who  own  the  wealth,  and  its  activity  is  lessened. 
Capital  or  wealth  used  in  production  is  diminished, 
and  with  the  decrease  in  capital  the  creation  of  new 
wealth  slackens. 

On  the  other  hand,  in  times  of  reviving  business, 
the  prospect  of  gain  lures  wealth  into  productive  uses, 
and  thru  credit  the  available  capital  is  increased. 
Permission  to  use  another's  capital,  as  JNIill  would  say, 
is  more  and  more  freely  granted.  Thus  it  is  that 
business  is  never  stationary,  that  there  arise  alternate 
periods  of  prosperity  and  depression.  The  crux  of 
the  situation  lies  in  credit. 

No  device  has  been  conceived  by  society  which  will 
prevent  these  ups  and  downs,  nothing  which  will  give 
credit  freely  when  credit  is  most  wanted.  But  thru 
a  wise  adjustment  of  credit  agencies  much  can  be  done 
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to  mitigate  the  severity  of  periods  of  stress  and  strain. 
It  is  hoped  that  the  reorganization  of  our  banking  sys- 
tem thru  the  Federal  Reserve  Act  has  created  an 
organization  which  in  the  future  will  make  panics  less 
severe  than  they  have  been  in  the  past. 

REVIEW 

WTiat  are  the  economic  and  legal  aspects  of  credit? 

\Miat  are  the  principal  divisions  of  credit  which  are  important 
from  an  economic  point  of  view,  and  in  what  does  their  impor- 
tance consist  ? 

Does  credit  economize  or  dispense  with  the  use  of  money? 
^Vhat  is  the  distinction  between  the  two  ideas? 

How  do  the  conditions  of  the  credit  market  affect  long-term 
and  short-term  credit  respectively? 

What  forms  does  bank  credit  assmne  and  what  are  the  particu- 
lar advantages  of  each? 

How  do  bank  deposits  serve  to  effect  exchanges? 

What  causes  the  fluctuations  in  the  credit  market? 


CHAPTER  XII 

MONEY,  CREDIT  AND  PRICES 

1.  ReMtions  of  value,  price,  money  and  credit. — 
The  discussion  has  taken  up  successively  a  series  of 
closely  related  phenomena,  value,  price,  money  and 
credit.  It  remains  to  consider  them  in  their  mutual 
relations.  Price  we  have  considered  as  the  expres- 
sion of  value  in  the  terms  of  one  commodity,  money 
as  the  term  in  which  price  is  expressed,  credit  as  an 
agency  thru  which  the  use  of  money  is  economized. 
We  must  now  inquire  what  it  is  that  fixes  the  value  of 
money,  how  the  value  of  money  is  expressed  in  prices, 
and  what  effect  credit  has  upon  prices. 

2.  Value  of  money. — Commodities  have  value  be- 
cause in  the  first  instance  they  satisfy  some  desire  of 
man's  nature  in  the  present  organization  of  society; 
in  other  words  because  they  have  utility,  and  because 
the  available  supply  is  less  than  the  demand  for  them. 
Like  all  other  things  money  depends  for  its  value  not 
only  upon  its  utility,  but  upon  the  demand  for  money 
and  the  supply  of  money.  Its  utility  does  not  lie  in 
the  substance  of  which  it  is  composed  but  in  the 
service  which  it  renders.  It  is  a  common  impression 
in  the  case  of  standard  gold  money,  that  the  money  is 
valuable  because  it  is  gold,  whereas  it  would  be  more 
accurate  to  say  that  gold  is  valuable  because  it  is 
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money.  We  all  know  that  a  silver  dollar  and  a  paper 
dollar  are  each  worth  a  dollar,  not  because  of  the  sub- 
stances of  which  they  are  made  but  because  they  do 
the  work  of  a  dollar. 

Xor  is  the  case  of  a  gold  dollar  essentially  different. 
It  may  be  admitted  that  gold  as  a  substance  has 
utilities  apart  from  its  use  as  a  monetary  medium, 
but  these  are  of  second  rank.  Apart  from  its  use  as 
adornment  its  employment  in  the  arts  is  extremely 
limited.  On  the  other  hand,  a  very  large  portion  of 
the  gold  stock  of  the  world  is  performing  the  function 
of  money,  and  there  can  be  no  doubt  that  were  gold 
deprived  of  its  money  fmiction  it  would  greatly  de- 
preciate in  value  as  compared  with  other  commod- 
ities. The  use  of  gold  as  money  heightens  the  value 
of  gold,  and  the  value  thus  given  to  gold  is  imparted 
to  the  other  forms  of  money  which  do  a  similar  service 
in  the  affairs  of  the  world. 

Like  other  commodities  or  services,  the  value  of 
money  depends  upon  the  ratio  between  demand  and 
supply.  What  these  terms  mean  in  relation  to  com- 
modities in  general  has  already  been  explained.  In 
the  case  of  money  the  elements  which  enter  into  both 
demand  and  supply  are  so  complex  that  special 
analysis  is  desirable. 

3.  Demand  for  money. — "UHiat  measures  the  de- 
mand for  money?  Obviously  the  demand  for  money 
differs  from  the  desire  for  wealth.  While  in  common 
parlance  we  are  apt  to  confuse  the  two  and  speak  of 
the    well-nigh    universal    longing    for    riches    as    an 
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insatiable  demand  for  money,  it  is  not  in  this  sense 
that  the  phrase  is  used  here.  The  demand  for  money 
is  simply  the  work  that  money  is  required  to  do. 
That  work,  as  preceding  chapters  have  shown,  is 
somewhat  varied  in  character. 

Money  serves  as  the  medium  of  exchange. 

Money  serves  as  the  basis  of  credit. 

Money  serves  as  a  store  of  value. 

4.  Population  and  the  money  demand. — Other 
things  being  equal,  the  demand  for  money  grows  with 
the  volume  of  business.  The  United  States  toda}^ 
with  its  population  of  over  100,000,000  persons,  could 
not  conceivably  get  along  witli  no  more  money  than 
when  our  national  existence  started.  The  growth  of 
population,  independently  of  any  other  factors,  has 
created  a  far  larger  demand  for  money.  Business 
activity  does  not  depend  upon  population  alone; 
China  with  its  teeming  millions  is  not  a  business  force 
comparable  to  other  nations  with  much  smaller  num- 
bers. 

In  newer  countries,  such  as  the  United  States  and 
Canada,  increasing  numbers  have  been  also  accom- 
panied by  increasing  wealth.  The  greater  the  wealth 
the  more  frequent  its  interchange,  and  the  greater 
will  be  the  demand  for  money.  In  the  United  States 
the  money  employed  per  capita  has  been  constantly 
increasing.  In  part  such  increase  must  be  explained 
by  a  greater  demand  for  money  flowing  from  the 
rapid  increase  of  wealth. 

5.  Industrial    development   increases    money    de- 
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mand. — German  writers  have  laid  much  emphasis  on 
the  distinction  between  a  natural  economy  and  a 
money  economy.  The  phrases  are  not  in  use  in  the 
United  States,  tho  nowhere  is  the  contrast  between 
the  conditions  which  they  describe  more  recent  than 
here.  Under  a  natural  economy  the  German  writers 
describe  a  condition  of  affairs  by  which  men  singly 
or  in  groups  satisfy  their  needs  directly  without  call- 
ing upon  the  aid  of  outsiders.  The  western  frontiers- 
man and  the  southern  planter  of  the  last  century  rep- 
resented these  types.  For  food,  shelter  and  clothing 
each  relied  upon  his  own  efforts  or  upon  the  efforts  of 
those  immediately  associated  with  him.  jNIoney  he 
needed  only  to  a  limited  extent.  If  all  society  were 
organized  upon  such  a  basis  the  demand  for  money 
would  be  very  small  because  there  would  be  little  work 
for  money  to  do. 

A  natm*al  economy  is  a  direct  contrast  to  what  is 
termed  a  money  economy.  In  its  highest  form 
money  economy  represents  a  condition  of  society  in 
which  no  one  produces  any  article  whatever  for  his 
direct  personal  consumption.  Such  a  condition  of 
affairs  is  found  in  our  cities  today  with  minor  and 
insignificant  exceptions.  Industrial  centers  like 
cities,  however,  offer  a  contrast  to  the  agricultural 
communities.  The  farm  grows  a  large  quantity  of 
crops  which  are  used  directly  either  for  personal  con- 
sumption or  in  the  operations  of  farming  as  feed  for 
live  stock. 

It  is  sufficient,  perhaps,  to  have  described  these 
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different  conditions  to  make  it  clear  how  industrial 
development  increases  the  demand  for  money.  As 
the  people  of  the  United  States  have  passed  success- 
fully from  a  group  of  backwoodsmen  to  a  nation  of 
agriculturists  and  finallj^  to  a  people  of  large  indus- 
trial undertakings,  the  demand  for  money  has  grown 
insistently,  for  the  money  work  of  the  nation  has 
immeasurably  increased. 

6.  Extension  of  credit  lowers  demand  for  money. 
— Having  in  view  the  enormous  develo^jment  of  busi- 
ness during  the  last  century,  not  only  in  the  United 
States  but  thruout  the  whole  civilized  world,  it  is 
clear  that  there  would  be  at  present  an  overwhelming 
demand  for  money  had  there  not  been  during  tliis 
period  a  parallel  development  of  the  machinery  of 
credit,  which  was  described  in  the  preceding  chapter. 
The  demand  for  money  is  conditioned,  as  we  have  seen, 
by  the  volume  of  exchange,  but  directly  only  by  such 
exchanges  as  are  effected  by  means  of  money. 
Where  the  exchange  is  effected  by  credit  the  demand 
for  money  is  limited  to  the  amount  necessary  to  serve 
as  a  basis    of  credit. 

If  in  a  community  which  experienced  no  'change 
in  the  volume  of  business  a  credit  organization  was 
developed  which  made  it  possible  to  conduct  exchanges 
with  one-fifth  of  the  money  previously  current,  it  is 
perfectly  clear  that  the  demand  for  money  would 
diminish,  and  the  money  would  fall  in  value  or  be 
dispensed  with  by  exportation  or  by  use  in  the  arts. 
As  a  matter  of  fact,  the  development  of  credit  does 
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not  take  place  in  this  way.  It  usually  accompanies 
an  increased  volume  of  exchanges.  Its  effect  is  not 
so  much  actually  to  decrease  the  demand  for  money 
as  it  is  to  prevent  the  demand  for  money  from  growing 
as  rapidly  as  it  otherwise  would. 

7.  Money  hoards  and  rapidity  of  circulation.. — 
Money,  we  have  seen,  serves  a  use  as  a  hoard  or  store 
of  value.  It  is  not  a  use  w^hich  the  economist  ap- 
proves but  it  is  none  the  less  one  with  which  he  has 
to  reckon.  If  such  use  of  money  is  extensive  there 
will  be  a  greater  demand  for  money  than  when  hoard- 
ing is  practically  negligible.  With  the  general  prog- 
ress of  enlightenment  this  form  of  money  demand 
tends  to  diminish.  But  while  the  habit  is  disappear- 
ing there  are  occasional  recrudescences  which  are  apt 
to  occur  when  they  are  most  harmful,  namely,  in  times 
of  panic. 

The  use  of  money  as  a  store  of  value  diminishes  its 
efficiency  for  the  purposes  for  which  it  is  intended. 
It  therefore  increases  the  demand  for  money  since 
an  inefficient  instrument  does  less  work.  Conversely, 
whatever  increases  the  efficiency  of  money  lessens  the 
demand  for  it.  Whatever  increases  the  rapidity  with 
which  money  circulates  therefore  diminishes  the  de- 
mand. It  is  one  of  the  advantages  of  the  introduction 
of  banking  habits  that  men  carry  less  money  in  their 
pockets,  and  thujs  money  acquires  a  greater  rapidity 
of  circulation. 

8.  Supply  of   money. — The  supply  of  money  is 

the  quantity  of  standard  monev  in  existence.     The 
ii-i.- 
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supply  of  money  in  any  given  country  when  any 
commonly  used  standard,  such  as  gold  or  silver,  is 
employed  as  money  is  automatically  regulated  thru 
international  trade.  If  the  supply  is  excessive  prices 
rise,  and  the  country  having  such  prices  becomes  a 
good  country  in  which  to  sell  goods.  Merchants  in 
other  countries  improve  the  opportunity  and  in  settle- 
ment of  the  exchanges  gold,  for  instance,  is  exported. 
Such  export  reduces  the  quantity  of  gold  in  one  coun- 
try and  increases  it  in  the  others,  thus  bringing  about 
an  equilibrium. 

A  similar  process  would  be  involved  between 
countries  using  silver  as  the  monetary  unit.  Where 
standards  differ,  exchanges  are  hampered  and  the 
supply  of  money  is  not  so  regulated.  When  fiat 
money  usurps  the  place  of  standard  money  its  volume 
is  apt  to  be  in  excess  of  the  trade  needs  of  the  country 
issuing  it  and  its  value,  thru  excess  of  supply,  dimin- 
ishes.    In  other  words  prices  rise. 

9.  Changes  in  the  money  supply. — When,  as  in  the 
case  of  fiat  money,  the  supply  of  money  is  dependent 
upon  nothing  more  certain  than  the  capricious  needs 
of  government,  the  value  of  money  will  vary  rapidly 
and  violently.  In  the  case  of  money  based  on  gold, 
changes  are  less  rapid.  From  country  to  country  the 
processes  of  exchange  effect,  as  we  have  seen,  an  auto- 
matic distribution  of  the  money  metal  and  bring  about 
a  comparative  equality  of  prices. 

In  the  world  at  large  there  may  be  notable  changes 
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in  the  supply  of  money.  These  changes  in  the  pro- 
duction of  gold  from  year  to  year  are  not  so  great  as 
in  the  case  of  agricultural  products,  for  example. 
A  demand  for  money  cannot  be  immediately  met  by 
increasing  the  supply.  The  processes  of  mining  are 
laborious.  A  fall  in  prices  or  a  high  value  of  gold 
will  indeed  induce  mining  operations  which  might 
otherwise  be  unprofitable,  but  this  will  not  materially 
change  the  volume  of  the  product.  Rising  prices  of 
commodities  will  render  the  working  of  some  mines 
unprofitable. 

The  product  of  agriculture  is  used  up  practically 
each  year,  and  changes  in  its  amount  are  quickly  re- 
flected in  prices.  It  is,  however,  not  the  annual  pro- 
duction but  the  existing  stock  which  controls  the  value 
of  gold.  Such  changes  as  are  observed  from  year  to 
year  make  only  an  inappreciable  change  in  the  money 
supply. 

It  is  otherwise  w^th  the  great  gold  discoveries. 
When  gold  was  discovered  in  California  and  Aus- 
tralia a  flood  of  the  yellow  metal  was  turned  into  the 
commerce  of  the  world.  After  the  first  year  or  two 
the  gold  stock  was  considerably  increased ;  prices  rose 
and  the  value  of  gold  declined.  Later  came  a  lull 
in  gold  production.  The  increase  of  supply  was  no 
longer  sufficient  to  meet  the  increase  in  the  demand 
for  money,  and  prices  fell.  With  the  more  extensive 
exploitation  of  the  Rand  of  South  Africa,  the  annual 
gold  production  began  to  rise  until  it  exceeded  the 
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height  of  the  California  output.  The  stock  of  gold 
in  the  world  was  considerably  augmented  and  an  era 
of  rising  prices  was  ushered  in. 

10.  Money  values  expressed  in  prices, — The  value 
of  money  is  equivalent  to  its  purchasing  power. 
There  is  no  way  of  expressing  this  purchasing  power 
except  in  terms  of  what  money  will  buy — in  other 
words,  by  the  conmiodities  which  will  be  exchanged 
for  a  given  quantity  of  money.     Hence,  price  and 

Ualue  of  money  are  reciprocal  terms.  When  prices 
iare  low  the  value  of  money  is  high  because  a  given 
j  quantity  of  money  will  command  a  large  amount  of 
I  commodities.  If  prices  are  high  the  value  of  money 
is  low  because  a  smaller  quantity  of  commodities  can 
be  purchased  by  a  given  quantity  of  money.  If  the 
price  of  any  single  article  could  be  a  criterion  of  the 
prices  of  all  articles  this  reciprocal  relation  would  be 
plain  at  a  glance.  The  price  of  any  single  commod- 
ity, however,  is  the  result  of  a  combination  of  factors 
of  which  the  value  of  money  is  only  one. 

11.  Prices  of  commodities. — Changes  which  take 
place  in  the  prices  of  commodities  may  be  due  either 
to  changes  which  affect  the  commodity  only  or,  since 
price  is  the  relation  of  the  commodity  to  money,  to 
changes  which  take  place  in  the  value  of  money. 
Change  in  price  may  therefore  arise  from  a  change 
in  (1)  the  demand  for,  or  (2)  the  supply  of  the  com- 
modity. Changes  of  this  nature  are  reflected  in  the 
price  of  one  commodity  as  compared  with  another; 
their  positions  in  the  price  scale  change. 
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A  change  in  the  demand  for  money  will  change 
prices.  If  the  demand  increases  without  change  of 
supply  an  increased  burden  is  placed  on  each  money 
unit.  There  are  more  exchanges  to  be  made  but  there 
is  the  same  money  with  which  to  make  them.  Hence 
units  of  money  must  command  larger  quantities  of 
commodities;  prices  fall  and  this  indicates  the  in- 
creased value  of  money.  Conversely,  when  the  de- 
mand for  money  decreases,  prices  rise  and  the  value  of 
money  falls. 

Changes  in  the  supply  of  money  work  similar  re- 
sults in  prices.  If  the  supply  diminishes  prices  fall 
and  the  value  of  money  increases.  Should  the  supply 
of  money  increase,  the  prices  of  commodities  rise  and 
the  value  of  money  falls. 

It  may  be  noted  that  when  prices  change  by  reason  \ 
of  differences  in  the  demand  for  and  supply  of  com- , ; 
modities,  some  commodities  may  rise  in  price,  while  1 
others  fall.  Such  readjustments  in  prices  of  com- 
modities are  constantly  taking  place.  On  the  other' 
hand,  should  price  changes  be  wrought  by  changes  in  i 
the  value  of  money,  we  should  expect  uniform  action  | 
upon  prices,  a  general  rise  of  prices  or  a  general  fall.  | 

12.  Measuring  price  changes. — Simple  as  these 
propositions  appear  to  be,  no  little  difficulty  is  ex- 
perienced in  demonstrating  their  truth  by  an  appeal 
to  the  facts.  In  actual  experience  the  two  sets  of 
forces  fixing  prices,  those  affecting  commodities  and 
those  affecting  money,  are  never  separated.  Partic- 
ular price  movements  run  counter  to  general  price 
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movements  and  obscure  them.  Like  those  who  are 
unable  to  see  the  forest  for  the  trees,  there  have  been 
some  who  were  unable  in  the  shifting  of  many  prices 
to  discern  any  general  movement  whatsoever.  They 
have  therefore  been  led  to  question  whether  changes 
in  the  monetary  situation  have  had  any  effect  upon 
prices  and  have  been  ready  to  ascribe  such  changes  to 
almost  any  cause  but  the  true  one. 

13.  Index  numbers. — The  study  of  prices  has  long 
been  a  subject  of  particular  solicitude,  not  only  to  the 
men  actually  engaged  in  business  but  to  the  students 
of  business  affairs.  To  separate  the  general  from  the 
particular,  economists  have  invented  what  is  known 
as  the  index  number.  The  purpose  of  this  device  is 
to  ascertain  the  average  change  in  prices  of  a  group  of 
commodities.  The  prices  of  a  given  period  or  a  given 
time  are  selected  as  a  base  and  the  price  of  each  com- 
modity is  determined. 

The  advantage  of  taking  as  a  base  the  average 
price  for  a  series  of  years  is  that  this  course  makes  it 
possible  to  eliminate  as  far  as  possible  the  influence 
which,  in  a  shorter  period,  unusual  conditions  might 
have  had  on  the  price  of  a  particular  commodity. 
When  the  base  price  is  ascertained  other  prices  during, 
before  and  after  the  period  of  the  base  are  expressed 
as  percentages  of  this  base.  Commodities  a,  b,  c  and 
D,  will  each  have  a  different  base,  but  when  the  base  is 
turned  into  a  percentage  it  becomes  uniform  for  all, 
namely  100.  We  may  suppose  that  at  a  later  period 
A  is  represented  by  110,  b  by  106,  c  by  102,  and  D 
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by  98.  Now  if  these  figures  be  averaged  the  result 
is  104,  and  this  represents  for  the  group  an  average 
rise  in  price  of  4  per  cent  over  the  base.  One  of  the 
commodities  indeed  dechned  in  price,  but  this  does 
not  alter  the  fact  that  the  general  tendency  is  to  ad^ 
vance  the  price. 

In  following  the  method,  briefly  indicated,  of  con- 
structing an  index  number,  each  article  has  been  given 
an  equal  importance  in  determining  the  change.  If 
instead  of  abstract  designations  a,  b,  c  and  d,  con- 
crete articles  had  been  named,  such  as  wheat,  iron, 
wool  and  indigo  there  might  be  some  doubt  as  to  the 
propriety  of  giving  each  an  equal  importance  in  fix- 
ing the  result.  To  avoid  such  questionings  various 
methods  have  been  devised  to  give  an  appropriate 
weight  to  the  different  articles;  such  weights  have 
been  arranged  in  accordance  with  the  foreign  trade, 
or  with  the  estimated  national  consumption  or  the 
expenditure  of  workingmen's  families. 

Xone  of  these  highly  complicated  methods  have, 
however,  led  to  substantially  different  results  from 
the  simple  arithmetical  average.  It  is  clear  that  if 
each  article  moved  upward  in  price  exactly  5  per  cent 
it  would  not  matter  how  many  articles  were  added 
to  the  list  nor  how  they  were  combined,  and  one 
could  not  get  any  other  general  result  than  a  five 
per  cent  advance.  If  some  articles  increased  four 
per  cent  and  others  six  they  would,  if  equally  divided, 
show  an  average  of  five  per  cent,  but  no  method  of 
combination  could  make  the  advance  less  than  four. 
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or  more  than  six  per  cent.  In  other  words,  in  a 
group  of  prices  the  general  tendencies  outweigh  the 
particular  ones,  and  no  combination  of  different  re- 
sults according  to  any  plausible  system  of  weights 
will  emphasize  the  particular  tendencies  at  the  cost 
of  those  which  are  general. 

14.  Course  of  prices. — Various  index  numbers 
have  been  compiled  in  many  countries.  Differences 
due  to  a  different  choice  of  articles,  different  initial 
bases  for  the  calculations,  and  occasionally  different 
methods  of  grouping  or  averaging  the  price  indexes 
of  the  different  commodities  produce  different  price 
levels  for  the  same  date  in  the  different  indexes;  but 
the  movements  of  prices  show  a  remarkable  similarity. 
The  oldest  of  these  calculations  are  those  of  the  Lon- 
don journal.  The  Economist.  iVnother  English  com- 
putation of  wide  repute,  that  of  Mr.  Augustus  Sauer- 
beck, has  been  continued  by  Sir  George  Paish  in  The 
Statist. 

The  first  computations  of  this  character  in  the 
United  States  were  made  under  the  direction  of  Dr. 
R.  P.  Falkner  ^  for  the  Senate  Committee  on  Finance 
in  1891.  The  computations  went  back  to  1860  for 
a  base,  and  for  a  large  number  of  articles,  prices  were 
obtained  from  1840.  Tho  not  continued  directly  this 
investigation  was  the  basis  for  subsequent  official  pub- 
lications of  this  nature.  A  few  years  later  Dr.  Falk- 
ner persuaded  the  Bureau  of  Labor  Statistics  to  take 

1  Dr.  Falkner  was  subsequently  Assistant  Director  of  the  Thirteenth 
(1910)  Census  and  is  now  on  the  staff  of  the  Alexander  Hamilton  In- 
stitute. 
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up  the  matter  again  and,  after  an  effort  to  complete 
the  earliex'  figures  under  his  direction,  the  Bureau 
established  its  own  index  number  on  the  basis  of  the 
prices  of  years  1890-99.  This  has  been  continued  to 
date. 

Other  index  numbers  have  since  been  established. 
A  full  account  of  them  is  given  in  a  recent  bulletin 
of  the  Bureau  of  Labor  Statistics  (Xo.  173,  July, 
1915).     In  connecting  its  investigations  with  those 
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Great  Britain 

Economist    Sauerbeck 
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95 
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87 
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97 

89 

91 
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97 
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100 
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99 

101 
96 
96 


6-2 
75 
70 
69 
69 
70 
72 
77 
80 
73 
74 
78 
80 
85 
85 
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of  the  Senate  Finance  Committee,  the  Bureau  of 
Labor  Statistics  has  reduced  all  figures  to  a  base  of 
1914.  The  figures  for  certain  years  before  1900  and 
annually  thereafter  with  results  of  TJie  Economist 
and  Sauerbeck  appear  on  page  217. 

In  the  course  of  prices  as  revealed  in  this  table  the 
thoughtful  reader  cannot  fail  to  be  struck  by  the  co- 
incidence of  rising  prices  following  the  discovery  of 
gold  in  California  and  Australia,  and  that  which  has 
followed  later  increases  in  the  output  of  gold. 

15.  Effects  of  changing  prices. — When  the  changes 
in  price  are  due  to  the  changes  in  the  value  of  money 
the  economic  effects  which  follow  are  very  marked. 
Economists  have  pointed  out  that  production  and  ex- 
change are  adjusted  to  the  price  level,  that  there  is  no 
peculiar  merit  in  high  prices  and  no  special  disad- 
vantage in  low  prices.  It  is  not  the  level  of  prices, 
whether  it  be  high  or  low,  which  causes  either  pros- 
perity or  distress.  But  changes  in  the  price  level 
bring  out  the  need  of  many  readjustments.  They 
affect  business  chiefly  thru  the  fact  that  money  is  a 
standard  of  deferred  payments.  Rising  prices  work 
to  the  advantage  of  the  debtor,  falling  prices  to  that 
of  the  creditor. 

In  our  analysis  of  credit  it  was  seen  that  in  the  field 
of  production  the  debtor  is  the  active  man  of  entei*- 
prise  who  is  willing  to  take  risks,  and  who  expects 
from  the  return  from  his  enterprise  to  cancel  his  obli- 
gation. In  periods  of  falling  prices,  interest  pay- 
ments and  payments  on  account  of  principal  absorb 
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more  and  more  of  the  product  of  his  industry.  In 
the  long  period  of  falling  prices  which  preceded  1896 
the  public  heard  much  of  the  plight  of  the  farmer 
who  had  a  mortgage  on  his  farm.  With  every  fall  in 
the  price  of  his  wheat,  a  larger  and  larger  number  of 
bushels  of  wheat  was  necessarj^  to  meet  his  obligation. 
When,  on  the  other  hand,  prices  are  rising  the  debtor 
finds  it  continually  easier  to  meet  his  obligations. 

Hence  falling  prices  cause  depression  in  business, 
and  rising  prices  hopefulness  and  activity.  Since 
business  rests  so  largely  upon  credit,  and  credit  rests 
upon  confidence,  it  is  easily  understood  how  the  gen- 
eral state  of  the  public  mind  finds  a  reflection  in  the 
dulness  or  activity  of  business  affairs. 

REVIEW 
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CHAPTER  XIII 

INTERNATIONAL  TRADE  AND  FOREIGN  EXCHANGK 

1.  Baldnce  of  trade. — Before  the  European  war 
the  general  pubhc  in  the  United  States  seldom  heard 
very  much  about  international  trade  except  during 
presidential  campaigns.  At  such  times  the  discus- 
sion was  largely  limited  to  the  tariff,  and  the  emphasis 
was  placed  upon  the  protection  of  the  home  market 
against  foreign  competition.  There  was  a  tendency 
to  portray  imports  as  something  harmful,  and  popular 
opinion  came  to  look  upon  exports  as  the  all-impor- 
tant element  in  foreign  commerce. 

Men  of  affairs  have  to  some  extent  shared  in  this 
view.  They  have  been  concerned  almost  exclusively 
in  the  development  of  the  hon>e  market.  So  far  as 
foreign  trade  enters  into  their  calculation  it  appears 
only  as  an  opportunity  for  wider  markets  abroad. 
They  too  have  been  interested  chieflj^  in  the  export 
side  of  foreign  trade. 

The  European  war  has  brought  about  a  better 
understanding  of  fundamental  relations.  Comment- 
ing on  conditions  at  the  close  of  1914  a  financial  paper 
stated  that  nothing  had  been  more  clearly  proved 
during  the  past  few  months  than  that  no  nation  can 
sell  more  than  it  buys.     It  went  on  to  say  that  if  the 
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United  States  hopes  to  supply  the  foreign  demand 
with  the  commodities  that  it  can  produce,  the  countrj' 
must  be  able  to  buy  the  things  that  foreigners  have 
to  sell,  whether  they  are  goods,  securities  or  promises 

Here  are  two  distinct  points  of  view  which  must 
receive  consideration  in  this  chapter. 

2.  Relative  importance  of  foreign  and  domestic 
trade. — While  the  public  authorities  in  all  countries 
give  very  definite  statistical  returns  for  exports  and 
imports  there  is  little  information  available  with  re- 
gard to  the  volume  of  domestic  trade.  Thus  we  know 
that  in  the  fiscal  year  ending  June  30,  1917,  the  mer- 
chandise exports  and  imports  of  the  United  States 
amounted  to  nearly  nine  billion  dollars.  As  com- 
pared with  the  domestic  trade  of  the  same  country, 
even  this  vast  sum  is  quite  insignificant.  What  the 
internal  trade  of  the  United  States  may  be  no  one 
really  knows,  but  it  is  significant  that  one  authority 
places  the  foreign  trade  of  the  United  States  at  five 
per  cent  and  another  at  eight  per  cent  of  the  domestic 
trade  of  the  country. 

If  then  foreign  trade  is  relatively  insignificant,  it 
follows  that  its  complete  stoppage  would  not  repre- 
sent a  formidable  loss  to  the  national  welfare.  In 
considerable  measure,  such  a  loss  would  be  made  up 
by  the  stimulation  of  home  production.  This  was 
one  of  the  effects  in  the  United  States  wliich  was  trace- 
able to  the  European  war.  Certain  imports  were 
almost  if  not  whollv  cut  off.     The  result  was  that 
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for  purposes  formerly  supplied  by  foreign  products 
substitutes  of  domestic  origin  were  used,  and  new  in- 
dustries were  established.  This  was  not,  of  course, 
the  only  effect  of  the  war  upon  business  in  the  United 
States,  for  not  only  was  strong  impetus  given  to 
domestic  production,  but  the  needs  of  the  people  for 
foodstuffs  and  raw  materials  led  to  much  larger  im- 
ports than  before  the  war. 

Despite  its  relativelj'-  small  importance,  if  judged 
by  its  value,  international  trade  has  always  played 
a  large  part  in  the  discussions  of  the  economists. 
This  importance  is  probably  due  to  the  slight  divi- 
sion of  labor  in  the  older  economic  order.  In  those 
days  the  immediate  communitj^  supplied  the  simple 
wants  of  the  inhabitants  and  such  products  as  were 
manufactured  were  often  produced  in  the  homes  of 
the  people.  There  was  really  no  domestic  trade. 
Only  those  nations  that  had  a  favorable  seacoast  were 
able  to  develop  any  considerable  commerce,  and  the 
diversification  of  industry  that  accompanies  it.  It 
was  a  natural  result  that  foreign  trade  preceded 
domestic  trade,  and  came  to  be  emphasized  in  com- 
mercial policy. 

3.  American  and  British  trade. — The  records  of 
foreign  trade  in  the  United  States  show  that  in  the 
past  thirty  years  there  have  only  been  three  in  which 
the  value  of  the  merchandise  imports  exceeded  that 
of  exports.  The  excess  of  exports  in  the  United 
States  appears  to  be  a  normal  condition  of  foreign 
trade.     War  conditions  have  in  recent  years  vastly 
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increased  this  excess.  Trade  records  are  given  by  the 
government  fiscal  years  which  end  on  June  30th. 
To  the  merchandise  figures  are  very  frequently  added 
those  for  gold  and  silver  and  the  total  is  designated 
as  visible  exports  and  imports.  The  enormous 
growth  of  such  visible  exports  and  imports  of  recent 
years  is  shown  in  the  following  table: 

Millions  of  Dollars 
Year  Exports  Imports     Excess  of  Exports 

1913-14    2,532  1,191  541 

1914-15    2^G6  1,875  1,091 

1915-16    4,483  2,726  1,757 

1916-17    6,664  3,671  2,993 

The  figures  for  the  United  Kingdom  are  an  in- 
teresting contrast  to  these  figures.  In  the  year  1913 
which  may  be  taken  as  a  normal  year  in  foreign  trade 
the  total  British  trade,  excluding  movements  of  gold 
and  silver,  amounted  to  £1,403,555,065.  In  the 
same  year  the  merchandise  imports  were  valued  at 
£768,734,739,  while  the  exports  were  £634,820,326. 
Enghsh  comments  upon  these  figures  dwelt  with  par- 
ticular satisfaction  on  the  evidence  of  a  large  surplus 
of  imports  over  exports.  If  in  Great  Britain  tlie 
surplus  of  imports  over  exports  is  considered  most 
satisfactory,  while  in  the  United  States  the  exact 
opposite  view  prevails,  the  question  naturally  arises 
as  to  what  is  a  favorable  balance  of  trade. 

4.  American  balance  of  trade. — In  comparing  the 
trade  of  difi'erent  countries  the  acceptance  of  the 
figures  at  their  face  value  sometimes  leads  to  er- 
roneous   conclusions.     ^Methods    of    collecting    these 
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statistics  are  not  always  uniform.  In  some  countries 
\  the  statistics  are  based  upon  the  exporters'  declara- 
tions; in  other  countries  they  include  the  added  cost 
:  of  trade,  insurance,  profit  and  commission,  so  that 
accurate  comparisons  of  the  foreign  trade  of  different 
countries  can  be  made  only  after  a  careful  considera- 
tion of  the  basis  of  the  figures.  While  it  is  true  that 
under  nof'mal  conditions  the  exports  from  the  United 
States  overbalance  the  imports,  it  should  be  carefully 
borne  in  mind  that  such  figures  as  are  given  in  the 
preceding  section  relate  to  visible  exports  only. 
There  are  other  factors  which  enter  into  international 
commercial  relations  and  which  affect  the  settlement 
of  balances  between  countries.  The  United  States 
has  long  been  the  recipient  of  capital  from  foreign 
lands,  and  consequently  there  are  interest  and  divi- 
dend payments  to  be  made  annually.  Many  tourists 
make  their  way  to  Europe  each  year  from  the  shores 
of  America,  and  their  expenses  for  travel,  subsistence 
and  purchases  are  also  to  be  paid.  Securities  are 
sold  and  money  is  borrowed;  these  obligations  must 
then  be  met  by  payments  on  the  part  of  the  borrowing 
country.  Other  items,  like  freight,  insurance,  profits 
and  the  expenses  of  fleets  in  foreign  waters,  are  all 
balanced  against  the  surplus  of  experts  over  imports. 
A  few  years  ago  a  celebrated  expert  in  the  field 
of  trade,  Sir  George  Paish,  showed  that  the  total 
excess  of  merchandise  and  gold  and  silver  exports 
over  imports  for  the  year  1908-09  was  $411,000,000, 
but  that  the  people  of  the  United  States  had  trans- 
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mitted  in  interest  and  dividend  payments,  tourists* 
expenditures,  remittances  to  friends  and  in  the  pay- 
nient  of  freight,  a  sum  not  less  than  $595,000,000. 
This  means  that  about  $1 84,000,000  was  left  to  be 
liquidated  by  permanent  or  temporary  investment  of 
capital  in  the  United  States  by  foreign  countries. 

With  the  fiscal  year  1915  new  conditions  entered 
into  the  foreign  trade  of  the  United  States.  For  the 
fii'st  time  perhaps  in  a  generation  the  United  States 
reached  the  point  where  it  could  make  payments  upon 
the  principal  of  the  debt  abroad.  Xot  only  have 
large  amounts  of  American  securities  held  abroad 
been  returned  to  this  countrj',  but  large  sums  have 
been  loaned  to  foreign  governments  and  to  foreign 
enterj^rises. 

5.  Reason  for  international  trade. — When  all  the 
different  factors  are  taken  into  consideration,  it  is 
apparent  that  the  exports  of  a  nation  must  balance 
its  imports,  but  the  trade  of  our  nation  with  another 
does  not  show  such  a  balance.  No  country  trades 
with  only  one  other  country.  International  trade  is 
carried  oh  among  groups  of  countries,  and  the  imports 
and  exports  among  these  different  groups  balance 
each  other.  Thus,  the  exports  of  grain  from  the 
United  States  to  Europe  pay  for  the  imports  of  coffee 
from  Brazil,  and  the  credit  created  in  Brazil  by  the 
export  of  coffee  to  the  United  States  is  used  to  pay 
for  Brazilian  importation  of  British  goods. 

In  international  trade,  goods  are  sold  at  nearly  the 
same  prices  in  all  the  trading  countries,  as,  for  ex- 
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ample,  in  the  case  of  wheat,  coffee,  sugar,  steel 
rails,  to  say  nothing  of  other  commodities.  An  ar- 
ticle, it  is  true,  is  somewhat  cheaper  in  the  exporting 
countries,  but  no  international  trade  would  develop 
unless  the  importing  country  had  some  advantage. 
Consequently  the  goods  of  international  trade  are 
those  commodities  in  which  some  comparative  ad- 
vantage ejcists. 

This  trade  does  not  differ  essentially  from  domestic 
trade.  Within  the  nation  the  people  of  one  commun- 
ity exchange  to  their  best  advantage  the  commodities 
which  they  have  made,  for  those  of  other  communities. 
Each  section  is  engaged  in  producing  those  commodi- 
ties which  it  can  produce  to  the  best  advantage,  and 
with  the  money  gained  by  sale  it  buys  the  commodities 
of  other  districts.  The  same  thing  is  true  in  the  ex- 
change of  commodities  between  nations.  So  long  as 
there  is  no  interference  in  the  form  of  trade  restric- 
tions, commerce  moves  along  the  lines  of  the  greatest 
advantage. 

6.  Law  of  comparative  costs. — It  is  impossible  for 
a  country  permanently  to  sell  goods  for  money  alone. 
Consequently  it  must  be  willing  to  exchange  its  own 
goods  for  the  commodities  of  other  lands.  The  law  of 
comparative  costs  develops  from  this  condition.  The 
difficulty  in  the  movement  of  labor  from  country  to 
country,  the  ties  of  language,  national  life  and  reli- 
gion, and  the  various  obstacles  that  the  laborer  finds 
in  his  lack  of  knowledge  and  funds,  all  these  factors 
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tend  to  hold  the  labor  of  a  country  within  districts  and 
maintain  the  variance  in  the  cost  of  production. 

The  gain  from  international  trade  thus  comes  from 
the  advantage  which  a  nation  has  in  the  production 
of  the  commodities  that  it  exchanges  for  those  of  other 
lands.  One  country  may  continue  to  purchase  the 
commodities  of  another  country  by  exchanging  cer- 
tain articles  that  it  manufactures  to  great  advantage, 
even  tho  it  could  produce  at  a  lower  cost  the  com- 
modities from  the  other  countries.  The  reason  for 
this  seeming  departure  from  business  prudence  is  the 
fact  that  a  larger  return  is  secured  from  the  produc- 
tion of  the  first  commodity  than  could  be  gained  from 
the  production  of  the  article  purchased  abroad.  In 
other  words,  the  exports  of  a  country  are  the  means  by 
which  it  purchases  the  imports  of  some  other  country 
more  cheaply  than  the  same  commodities  could  be  se- 
cured by  manufacturing  them  at  home. 

7.  Modification  of  comparative  costs. — The  simple 
statement  of  this  law,  as  it  was  made  by  the  earlier 
writers,  must  be  supplemented  by  an  explanation  of 
the  meaning  of  advantageous  production.  The  ad- 
vantages of  climate  and  resources  must  be  developed 
by  a  real  economic  organization  so  that  the  nation  can 
meet  the  sharp  conflict  of  world-wide  competition  in 
international  trade. 

The  factors  in  such  success  are  (1)  efficiency  in 
production,  (2)  knowledge  of  merchandising,  (3) 
satisfactory  transportation  facilities  by  land  and  sea. 
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(J-)  and  an  adequate  banking  system.  The  progress 
made  by  Germany  in  foreign  trade  during  the  past 
quarter  of  a  century  indicates  that  the  disadvantages 
of  resources  may  be  overcome  by  organization.  This 
land,  with  an  inferior  grade  of  iron,  and  lacking 
native  sources  for  the  materials  of  many  of  her  prod- 
ucts, has  been  able  to  produce  cheaply  thru  the  aid  of 
her  scientific  men  and  a  careful  organization  of  her 
labor  and  capital.  With  this  start  her  merchants 
have  studied  the  best  system  of  merchandising,  and 
the  bankers  have  followed  the  traders  in  all  parts  of 
the  world  with  the  financial  assistance  necessary  to 
the  trading  of  commodities.  In  the  course  of  a  few 
years  a  great  international  trade  has  been  built  up, 
based  upon  the  principles  of  a  new  national  sufficiency 
that  stands  in  odd  contrast  to  the  exchange  of  com- 
modities on  the  basis  of  the  advantages  established  by 
nature. 

8.  International  trade  and  foreign  exchange. — The 
movement  of  merchandise  from  one  country  to  an- 
other, on  which  the  balance  of  trade  is  commonly 
figured,  constitutes  only  one  element  in  international 
commercial  relations.  The  tendency  on  the  part  of 
economists  to  over-emphasize  merchandise  movements 
has  obscured  relations  involving  the  interchange  of 
capital  which  have  long  played  an  important  role 
in  the  trade  relations  of  Great  Britain,  France  and 
Germany  with  other  countries,  and  which  in  the  l?st 
three  years  have  become  increasingly  important  to 
the  United  States.     These  matters  are  dealt  with  in 
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detail  in  the  ^lodern  Business  Text  on  "Foreign 
Trade  and  Shipping." 

These  manifold  international  relations  in  part  com- 
mercial, in  part  financial,  give  rise  to  payments  be- 
tween nations  in  settlement  of  balances.  How  such 
payments  are  effected  is  discussed  in  the  Modern  Busi- 
ness Text  on  "Domestic  and  Foreign  Exchange." 

REVIEW 

What  is  meant  by  "visible"  exports  and  imports? 

Explain  why  in  economic  writings  so  great  importance  has  been 
given  to  foreign  trade. 

Why  do  American  and  British  ideas  about  a  favorable  balance 
of  trade  differ? 

\Miat  prompts  a  nation  to  import  goods  which  it  can  produce 
more  cheaply  at  home? 


CHAPTER  XIV 

WAGES  THE  REMUNERATION  OF  LABOR 

1.  Claimants  to  the  product. — The  discussion  of 
value  has  disclosed  the  fact  that  there  are  various 
claimants  to  the  product  of  industry  under  modern 
conditions.  Each  must  be  remunerated  and  each 
must  receive  a  compensation  which  will  insure  his 
continued  cooperation  in  the  work  of  production. 
The  laborer  receives  wages,  the  capitalist  interest, 
the  land  owner  rent  and  the  manager  profits.  How 
this  division  is  made  forms  the  subject  of  the  re- 
maining chapters  of  the  book. 

Each  of  these  shares  is  ultimately  paid  out  of  thej 
product,  but  some  are  more  urgent  than  others  and 
must  be  advanced  by  the  manager  during  the  proc- 
ess of  production.  In  presenting  the  subject  of  eco- 
nomics it  is  unavoidable  that  topics  are  treated  in 
sequence.  They  could  not  be  considered  simultane- 
ously. It  is,  however,  important  to  note  that  the  eco- 
nomic processes  are  continuous  and  that  the  processes 
of  consumption,  production,  exchange  and  distribu- 
tion are  in  business  life  going  on  simultaneously. 
From  the  standpoint  of  the  manager  of  an  enterprise 
the  most  urgent  of  all  the  claims  upon  him  are  those 
for  wages,  and  this  subject  will  first  engage  our  at- 
tention. Payments  for  interest  and  rent  tho  in  any 
given  case  fixed  in  advance  are  often  paid  after  the 
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lapse  of  definite  intervals.  All  these  claims  must, 
however,  be  satisfied  before  the  manager  can  com- 
pute his  profits. 

2.  Theory  of  wages. — The  general  theory  of  wage 
payment  must  not  be  confused  with  plans  of  payment. 
To  put  it  in  another  way,  the  latter  are  but  the  inci- 
dental and  convenient  methods  by  which  employers 
agree  to  turn  over  a  claim  upon  the  social  dividend 
to  the  men  and  women  in  their  employ,  for  services 
rendered.  The  theoiy  of  wages  must  explain  why 
and  how  such  payments  are  made.  A  brief  review 
of  some  of  the  most  prominent  of  these  theories  will 
remove  a  few  of  the  stumbling  blocks  in  the  way  of 
an  understanding  of  the  more  important  elements  in 
the  wage  problem. 

The  old  political  economy  talked  much  of  the  Iron 
Law  of  Wages.  Since  population  tends  to  increase 
faster  than  the  food  supply,  the  numbers  in  a  com- 
munity are  held  in  check  by  the  rate  of  wages.  But 
even  a  minimum  of  subsistence,  which  the  law  said 
determines  the  wage  rate  is  found  to  be  associated  in 
the  minds  of  the  people  with  the  concept  of  living  and 
comforts  which  they  propose  to  maintain.  Hence, 
any  increase  of  population  that  might  follow  upon 
temporary  increase  in  the  food  supply  would  be 
checked  immediately  by  adherence  to  the  standard  of 
comfort  as  soon  as  it  was  encroached  upon  by  the  in- 
crease of  population.  From  this  point  of  view  it  was 
concluded  that  there  could  be  no  permanent  rise  of 
wages. 
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The  wage-fund  theory  was  an  advance  upon  this 
way  of  looking  at  the  wage  problem.  It  assumed 
that  a  fixed  amount  of  capital  was  destined  for  the 
remuneration  of  labor.  By  the  rough  process  of 
dividing  the  fund  by  the  number  of  laborers,  one  could 
come  to  an  approximation  of  the  average  wage. 
Without  question,  there  is  a  fund,  but  it  is  variable  in 
amount;  and  therefore  it  is  like  a  stream  from  which 
the  laborer  takes  his  wage,  or  in  other  words,  the 
money  payment  made  to  him.  Just  as  in  the  case  of 
the  Iron  Law  of  Wages,  there  is  an  element  of  truth 
in  the  theoiy,  but  not  enough  to  explain  the  modern 
conditions. 

The  American  economist,  General  Francis  A. 
Walker,  insisted  that  the  wage-earner  was  the  last 
claimant  in  the  process  of  distribution  and  that,  be- 
cause of  the  fixed  nature  of  the  other  payments,  the 
laborer  constantly  moved  toward  a  wage  as  great  as 
the  product  that  he  created.  Thus  in  a  competitive 
society  he  was  bound  to  receive  the  full  value  of  his 
product.  The  modern  productivity  theory  of  wages 
accepts  the  Walker  view,  that  the  laborer  will  recei\  e 
the  value  of  his  product;  but  modifies  that  theory 
somewhat  by  stating  that  it  is  the  efficiency  of  the 
marginal  man  that  determines  the  wages  of  all  the 
laborers  in  any  industry.  The  employer  is  forced  to 
pay  this  amount  because  the  marginal  worker  can 
earn  that  return  anywhere  by  his  own  efforts. 

Here  are  sufficient  threads  to  supply  the  main  fab- 
ric of  a  theory  of  wages.     The  Iron  Law  of  Wages 
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has  supplied  a  subsistence  basis;  Walker  has  con- 
tributed the  idea  of  efficiency  and  productivity,  and 
the  concept  of  the  marginal  man  at  work  under  the 
least  satisfactory  circumstances  adds  another  element 
of  much  consequence  in  the  modern  interpretation  of 
economic  problems. 

3.  Limitations  of  "wages. — It  was  seen  that  in 
the  determination  of  price  there  are  maximum  and 
minimum  limits  between  which  the  price  may  be 
fixed  by  the  various  controlling  forces  at  work  in  the 
market.  So  with  wages,  there  is  a  maximum  point  ( 
beyond  which  they  cannot  go,  as  well  as  a  minimum 
point  below  which  they  cannot  fall.  The  maximum 
point  is  determined  by  the  net  value  of  the  work  to  the 
employer.  Even  this  may  varj%  but  when  the  em- 
ployer is  unable  to  meet  the  maximum  point  he  must 
either  close  his  shop  or  lose  money. 

On  the  other  hand,  the  minimum  point  is  deter- 
mined by  the  least  the  employe  can  accept  while  still 
maintaining  his  standard  of  living.  In  new  coun- 
tries, where  land  is  open  to  the  use  of  the  worker,  or 
where  tramp  life  is  sufficiently  attractive  to  appeal  to 
his  imagination,  the  minimum  of  wages  advances 
because  of  the  possibilities  from  which  the  laborer 
can  choose.  One  of  the  causes  for  high  wages  in 
America  has  undoubtedly  been  the  remarkable  op- 
portunities for  the  laborer  to  work  on  his  own  ac- 
count, and  the  fact  that  the  employer  has  been  called 
upon  to  meet  the  competition  of  free  land. 

The  minimum  point  of  wage  payment  in  America 
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has  remained  comparatively  high  and  will  continue 
high  as  long  as  land  is  open  to  cultivation  by  the  man 
who  is  discontented  with  his  wages.  But  while  there 
are  still  millions  of  acres  available  for  homestead- 
ers, the  amount  of  land  steadily  decreases  each  year. 
Only  an  increasing  productivity  of  labor,  with  a  grad- 
ual raising  of  living  standards,  can  advance  the  mini- 
mum wage  beyond  the  point  where  it  now  stands. 

The  great  fundamental  factor  in  the  payment  of 
wages  is  the  productivity  of  the  worker.  In  a  slavery 
economy,  the  owner  takes  the  entire  product  and  sup- 
ports the  slaves.  Under  a  competitive  regime  the  em- 
ployer must  compete  for  the  services  of  the  laborer, 
and  the  laborer  seeks  employment  in  competition  with 
his  fellow-workers,  while  he  maintains  himself.  The 
long  period  of  racial  development  between  the  periods 
represented  by  these  two  systems  includes  the  gradual 
emergence  of  a  people  from  serfdom  into  a  competi- 
tive regime  in  which  capitalists  compete  with  capital- 
ists to  secure  the  best  workers,  and  laborers  compete 
with  laborers  to  secure  the  most  desirable  positions. 
This  competition,  however,  is  modified  by  several 
influences  such  as,  the  amount  of  industrial  capital, 
the  activity  of  production,  the  modes  of  consumption, 
and  the  cost  of  living — the  last  acting  as  a  check  upon 
the  growth  of  population. 

In  times  of  plenty  marriages  multiply,  the  annalist 
tells  us,  and  he  refers  to  prices  of  wheat  and  the  books 
of  recording  clerks  to  substantiate  his  statement. 
Undoubtedly  the  number  of  children  born  does  vary 
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with  conditions.  In  1914  the  world  witnessed  the  be- 
ginning of  a  great  struggle  and  a  consequent  loss  of 
wealth  thru  the  destructive  forces  of  war.  This  de- 
cline of  capital  was  offset  by  the  reduction  in  the  num- 
ber of  men  that  were  lost  to  industry-  by  death  in  bat- 
tle. Again,  the  obsession  of  fasliion,  resulting  in  a 
marked  consumption  in  any  one  direction,  modifies 
the  use  of  wealth  and,  in  turn,  affects  saving,  capital 
accumulation  and  the  employment  of  labor. 

4.  Variation  in  xcages. — The  variation  in  wages 
paid  to  individuals  is  to  be  seen  in  every  field  of  occu- 
pation. Presidents  of  great  railway  systems  receive 
enormous  salaries  that  reach  beyond  the  $100,000 
mark.  These  men  have  superior  capacity,  and  great 
ability  for  planning  and  administering  affairs. 

There  are,  in  more  humble  lines,  mechanics  of  su- 
perior skill  whose  earnings  are  greater  than  those  of 
men  who  work  side  by  side  w^ith  them.  The  Stein- 
way  Piano  Company  employs  finishers  whose  skill  is 
almost  uncanny;  the  company  in  consequence  pays 
them  a  high  wage.  It  appears  that  there  are  grades 
of  ability  ranging  from  that  of  the  high-priced  and 
able  executives  in  the  industrial  field  and  the  great 
artists  and  professional  men,  down  to  that  of  the  men 
lacking  even  in  some  of  the  mental  or  physical  quali- 
ties necessarj"^  to  the  performance  of  continuous  labor. 

Between  the  extremes  are  the  able  subordinates, 
smaller  managers,  and  dealers  and  professional  men 
of  average  ability;  in  other  words,  men  who  are 
equipped  to  do  the  everyday  mechanical  and  clerical 
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tasks,  and  the  large  group  of  laborers  and  workers 
not  specifically  trained  for  special  tasks  but  possessed 
of  strength  and  endurance  for  manual  labor. 

The  analysis  of  the  staff  of  a  department  store  in 
any  large  city  reveals  many  grades  of  workers. 
First,  there  are  the  responsible  officials  in  charge  of 
the  organization.  In  the  next  grade  are  those  who 
fill  well  the  task  of  departmental  managers,  and  so  on, 
the  list  showing  many  grades  of  workers  of  various 
abilities.  Within  each  grade,  too,  there  is  variation, 
from  the  men  who  draw  the  highest  pay  to  those  who 
receive  the  smallest  return  of  any  in  the  group. 
These  last  are  marginal  workers,  who  are  always  in 
a  quandary  as  to  whether  or  not  it  is  worth  while  to 
remain  in  their  occupation,  but  who  do  so  because  their 
ability  and  efficiency  are  recognized  as  fully  as  they 
would  be  in  any  other  kind  of  work. 

Between  this  type  of  individual  and  the  better  paid 
and  more  efficient  worker  there  is  a  wide  range,  due  to 
the  superiority  of  the  work  of  the  latter  as  compared 
with  that  of  the  former.  The  higher-salaried  worker 
receives  the  wages  of  the  marginal  worker  plus  a  dif- 
ferential payment  that  is  a  recognition  of  the  higher 
ability  and  efficiencj^  of  the  better  worker.  Some 
familiarity  with  many  businesses  and  industries  re- 
veals a  similar  tendency  in  all  of  them.  Everywhere, 
not  only  are  there  groups  of  workers,  but  in  the  groups 
there  are  many  gradations,  from  the  worker  on  the 
edge  of  the  group  to  the  highest  paid  member  at  the 
top. 
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o.  Wages  of  management. — There  is  a  twilight 
zone  between  profits  and  wages  of  management, 
which  has  made  many  a  small  proprietor  imagine  that 
he  was  making  a  profit  when  his  return  was  no  greater 
than  what  he  would  have  received  if  he  had  been  em- 
ployed by  his  competitor.  The  manager  must  receive 
the  minimum  return  or  go  out  of  business  and  seek 
employment  as  a  salaried  man.  Yet  there  is  a  con- 
siderable difference  between  wages,  salaries  and  profit. 
While  it  is  true  that  the  enterpriser  must  have,  in 
the  long  run,  an  amount  equal  to  what  his  ser\'ices 
would  command  in  the  market,  nevertheless  his  re- 
turn constantly  carries  with  it  an  uncertainty  which 
varies  with  his  success  as  an  independent,  operat- 
ing business  man. 

The  growth  of  the  corporation  has  materially  em- 
phasized the  various  elements  in  what  is  often  called 
gross  profits,  and  has  concealed  some  of  the  elements 
that  are  involved  when  the  business  is  conducted  as  a 
partnership.  These  elements  really  include  interest, 
wages  of  management  and  net  profits,  but  in  all  cases 
gross  profits  must  be  earned  over  and  above  the  ex- 
penses paid  out  for  materials,  rent  and  wages.  Un- 
der present  conditions,  the  managers  of  a  corporation 
are  salaried  officers,  the  stockholders  are  risk-takers 
and  the  bondholders  interest-receivers.  The  stock- 
holders are  the  real  profit-takers. 

6.  Industrial  grades  among  icorkcrs. — According 
to  the  census  of  1910,  there  were  38,167,336  persons 
of  both  sexes  engaged  in  gainful  occupations.     About 
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33  per  cent  were  engaged  in  agriculture,  five  per  cent 
in  the  professions,  14  per  cent  in  domestic  service,  20 
per  cent  in  trade  and  transportation,  and  28  per  cent 
in  manufacturing  and  mechanical  pursuits.  From 
this  statement  the  important  fact  is  gleaned  that  one- 
third  of  the  population  is  engaged  in  gainful  occupa- 
tions, which  are  subdivided  into  many  hundred  dif- 
ferent trades  and  callings,  each  requiring  more  or  less 
skill.  These  people  do  not  compete  with  one  another 
for  position  and  wage;  but  in  small  groups,  and  in 
many  different  lines  of  work,  they  come  in  contact 
with  their  fellows  in  a  limited  competition. 

Into  some  of  these  groups  new  members  are  con- 
stantly entering  in  almost  unlimited  numbers,  while 
in  others  the  increase  is  comparatively  slow.  This 
fact  emphasizes  the  variation  in  wage  payment  and 
raises  the  caution  against  the  tendency  to  regard  the 
wage  problem  as  one  connected  with  vast  armies  of 
workmen  instead  of  one  that  has  to  do  with  non-com- 
peting groups. 

While  there  is  a  solidarity  of  labor  in  the  common 
interest  of  better  standards  of  living,  of  a  larger  in- 
fluence in  the  affairs  of  state,  and  in  the  conduct  of 
business  everywhere,  nevertheless  the  laborer  at  work 
in  the  mines  of  Michigan  does  not  compete  with  the 
fisherman  in  the  oyster  industry  of  Chesapeake  Bay. 
If  there  wei'e  no  such  variations,  due  to  distance, 
climate  and  differences  in  the  character  of  the  work 
and  the  skill  required,  wages  would  be  the  same  in 
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all  groups,  except  in  so  far  as  the  tasks  imposed  varied 
in  agreeableness. 

Variations  between  groups  are  in  some  measure 
broken  down  as  time  goes  on.  Inventions  reduce  the 
status  of  the  skilled  worker  to  that  of  an  ordinary 
laborer.  Quick  transportation  makes  new  territory- 
accessible  to  the  more  adventurous  workman,  and  the 
temptation  to  enter  new  fields  where  wages  are  high 
brings  new  workers  into  a  group  and  enlarges  its 
membership.  In  those  occupations  requiring  a  high 
gi*ade  of  skill  and  training,  the  man  of  less  oppor- 
tunity and  inadequate  training  finds  himself  held 
within  a  well-prescribed  group,  with  seemingly  no  op- 
portunity of  entering  a  more  agreeable  occupation. 
When  this  is  true,  the  group  to  which  he  is  confined 
may  be  called  a  non-competing  group. 

The  greatest  group  of  competing  labor  consists  of 
the  class  whose  members  have  no  particular  skill  but 
who  possess  the  ability  to  work  and  the  willingness  to 
make  use  of  that  ability.  They  are  not  skilled  but 
they  are  capable  of  doing  the  rougher  kinds  of  work. 
Into  this  group  the  "discards"  from  the  other  grouj^s 
continually  sift.  Because  the  introduction  of  modern 
machinery  has  forced  them  out  of  employment,  oi- 
because  of  misfortune  or  their  own  defects  of  char- 
acter, they  find  themselves  depressed  into  the  great 
group  of  the  unskilled.  The  competition  is  most 
sharp  and  the  suffering  from  industrial  breakdowns  is 
greatest  during  periods  of  stagnation,  when  men  in 
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one  group  drop  from  their  own  occupation  to  an  in- 
ferior employment  and  tend  to  increase  the  competi- 
tion in  the  lower  group. 

We  should,  however,  consider  also  the  many  spe- 
cialized trades  above  this  great  mass  of  workers. 
Within  these  trade  groups  there  is  much  competition, 
but  scarcely  any  between  the  groups.  Carpenters, 
bricklayers,  plumbers  and  blacksmiths  do  not  com- 
pete with  one  another.  They  are,  in  fact,  cooperat- 
ing groups.  The  trade-unions,  thru  the  medium  of 
uniform  wages,  have  done  much  to  reduce  this  com- 
petition to  one  of  place  alone,  and  to  make  the  wages 
the  same  over  a  large  area.  Despite  this  precaution, 
however,  a  selective  process  goes  on,  because  the  em- 
ployer, being  compelled  to  pay  the  same  wage  to  all 
applicants  who  bring  the  union  ticket,  attempts  to 
distinguish  between  the  efficient  and  the  inefficient. 

In  the  still  higher  groups,  which  include  the  smaller 
professional  and  business  men  and  the  highest  class 
of  directors,  professional  experts  and  business  entre- 
preneurs, there  is  less  competition,  because  education 
and  unusual  ability  are  requirements  for  any  who 
would  hold  a  place  in  the  groups.  These  require- 
ments for  success  act  as  checks  to  the  increase  in 
numbers  in  such  professions  and  trades.  The  unequal 
opportunities  for  education  tend  to  perpetuate  this 
situation  and  to  create  a  permanent  distinction  in  the 
payments  received  for  services. 

In  America,  where  the  manj^  opportunities  offered 
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by  the  country's  vast  resources  have  cleared  the  way 
to  the  accumulation  of  wealth  by  the  ambitious,  the 
number  of  members  in  the  higher  groups  has  been  in- 
creased by  the  addition  of  those  who  have  acquired 
great  wealth.  So  long  as  the  way  is  open  to  such  ac- 1 
complishment,  the  hard  lines  of  class  cannot  prevent 
opportunity,  and  jprizes  are  still  to  be  gained  as  a  re- 
sult of  special  training,  wide  outlook,  courage,  ability 
and  persistence.  ' 

It  is  only  the  widest  apphcation  of  education,  from 
the  trades  to  the  university,  that  can  permanently 
keep  open  the  way  to  the  larger  opportunities  of  the 
higher  groups.  Yet,  without  doubt,  there  are  certain 
general  conditions  that  apply  to  the  payment  of  wages 
in  all  groups.  Adam  Smith  stated  these  as  (1)  the 
agreeableness  or  disagreeableness  of  the  employments 
themselves ;  ( 2 )  the  ease  and  cheapness,  or  the  diffi- 
culty or  expense,  of  learning  them;  (3)  the  constancy 
of  employment  in  them ;  ( 4 )  the  small,  or  great  trust 
which  must  be  reposed  in  those  who  exercise  them,  and 
(5)  the  probability  or  improbability  of  success  in 
them. 

7.  Marginal  worker  in  wage  determination. — 
Labor  is  the  personal  contribution  that  men  make  to 
production.  The  reward  that  they  receive  for  what 
they  do  is  determined  by  the  value  of  their  labor.  As 
men  vary  in  their  ability  to  do  the  work  that  is  assigned 
to  them,  the  variations  are  reflected  in  the  product. 
It  must  be  conceded  that  the  conditions  governing 
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the  supply  of  labor  are  very  different  from  those  gov- 
erning the  use  of  land  and  the  amount  of  capital  avail- 
able for  productive  purposes. 

There  are,  however,  some  fundamental  facts  that 
are  the  same  for  labor,  land  and  capital.  The  owners 
of  labor,  power,  land  and  capital  must  receive  a  re- 
turn that  justifies  the  use  of  them,  for  all  are  subject 
to  the  lay  of  diminishing  returns.  In  the  employ- 
ment of  labor,  the  farmer  must  receive  a  return  equal 
to  the  product  created  by  the  last  "hired  man"  em- 
ployed. New  batches  of  capital,  too,  must  bring  a 
return  sufficient  to  convince  the  owner  that  what  he 
receives  is  at  least  equal  to  what  he  might  earn  else- 
where. These  are  brief  illustrative  statements  of  the 
varying  contributions  made  by  the  factors  of  produc- 
tion. It  is  now  necessary  to  ascertain  the  basic  fac- 
tor in  the  determination  of  wages. 

The  concept  of  marginal  utility  explained  the  util- 
ity of  the  last  unit  of  the  supply.  That  once  under- 
stood, the  utility  of  all  other  units  was  measured  and 
determined  by  that  last  unit.  Wages,  however,  are 
paid  for  performance — for  results  that  can  be  meas- 
ured in  the  coin  of  the  realm.  The  employer  who  con- 
siders adding  to  his  staff  wants  to  know  whether  he 
is  justified  in  doing  so.  Unless  he  is  clearly  convinced 
that  there  is  a  production  value  to  be  obtained,  he  re- 
fuses to  make  an  addition  to  the  labor  group. 

In  the  case  of  no-rent  land,  the  two  factors  in 
production  for  which  recompense  must  be  paid  are 
labor  and  capital.     There  being  no  other  factors  that 
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are  costs  in  the  creation  of  the  product,  the  returns 
from  the  conduct  of  production  on  no-rent  land  are 
divided  between  capital  and  labor.  The  line  of  de- 
marcation between  the  two  is  found  at  the  point  where 
there  is  indifference  as  to  whether  labor  or  capital  is 
used  in  adding  to  the  product ;  that  is,  where  the  ad- 
vantage of  labor  over  capital  in  the  creation  of  the 
product  is  nil. 

This  situation  is  a  practical  one.  In  the  case  of 
the  farmer  it  occurs  every  now  and  then  when  he  is 
confronted  with  the  problem  of  the  addition  of  a  new 
man  or  another  machine.  He  is  undecided  as  to 
which  will  pay  the  better ;  if  there  is  no  difference,  he 
has  arrived  at  the  marginal  wage  and  the  marginal 
interest  of  labor  and  capital.  The  business  of  the 
enterpriser  is  directed  in  no  small  measure  to  the  so- 
lution of  this  problem. 

There  is,  then,  a  worker  whom  we  may  imagine  as 
a  marginal  worker,  just  as  there  is  capital  that  earns 
a  marginal  return.  The  marginal  wage-earner  deter- 
mines the  wage  for  his  group  since,  if  employed,  he 
must  receive  the  marginal  wage  and  all  other  workers 
in  the  group  must  receive  at  least  the  same  wage. 

One  of  the  facts  that  we  have  already  commented 
upon  is  the  division  of  laborers  into  many  non-com- 
peting groups.  Beginning  with  the  lowest  group,  in 
terms  of  remuneration  received,  there  is  a  series  of 
wage  payments  extending  upward  to  the  highest- 
salaried  manager.  In  each  group  there  is  a  marginal 
worker  held  there  by  the  pay  he  receives  and  by  his 
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inability  to  go  up  higher.  He  refuses  to  go  lower 
in  the  scale  than  the  place  he  holds,  so  long  as  he  gets 
his  pay.  Many  other  men  in  his  group  receive  more 
pay,  because  they  possess  an  ability  greater  than  that 
of  the  marginal  worker.  A  man  of  the  latter  type 
receives  a  marginal  wage  plus  a  differential  payment 
that  corresponds  with  his  ability.  The  margin  of 
production  varies  with  the  many  changes  that  take 
place  in  the  supply  of  capital  or  with  the  number  of 
laborers  available  at  any  one  time. 

8.  Wages,  the  discounted  product. — In  casting  up 
his  accounts,  the  employer  of  labor  endeavors  to  get  at 
the  unit  cost  or  piece  cost,  of  his  product.  What  this 
is,  the  economist  tells  us,  is  determined  by  the  effi- 
ciency of  the  marginal  worker  as  expressed  in  terms  of 
product.  In  order  to  persuade  him  to  work,  the  em- 
ployer must  pay  him  what  the  marginal  worker  would 
receive  from  his  own  efforts  on  free  land,  or  in  an 
enterprise  in  which  rent  and  profits  were  not  phases 
of  distribution. 

"Under  the  modern  competitive  system,"  says 
President  Hadley,  "wages  are  the  discounted  product 
of  industry."  ^  It  is  not  only  the  absence  of  compe- 
tition of  capitalists  with  one  another  that  prevents 
the  cutting  of  wages  to  a  minimum,  but  also  the  fun- 
damental economic  law  of  the  marginal  worker.  Un- 
less he  gets  his  part  of  the  product,  the  labor  sup- 
plies, in  the  long  run,  fail  to  meet  the  demands.  The 
business  of  the  enterpriser  is  to  place  a  product  in  the 

1  "Economics,"  301. 
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market.  Under  the  roundabout  system  of  produc- 
tion now  in  vogue,  thru  the  great  specialization  of  in- 
dustry, there  is  a  long  period  of  time  between  the  com- 
pletion of  the  work  of  any  specific  group  of  laborers 
and  the  placing  of  the  finished  product  in  the  hands  of 
the  consumer. 

The  employer  of  labor  is  called  upon  to  advance 
the  payment  of  the  nominal  wage  before  the  con- 
sumer gets  the  product.  Between  the  two  events, 
payment  of  the  wages  and  receipt  of  the  price,  there 
are  many  obstacles  and  many  operations.  The  capi- 
talist must  therefore  discount  the  product  of  the  la- 
borer, if  payment  is  to  be  made  at  once.  How  much 
or  how  little  he  will  discount  this  product  depends 
upon  the  length  of  time  it  takes  for  the  article  to 
reach  the  market ;  but  whatever  the  discount,  the  basis 
of  payment  cannot  well  be  anything  but  the  results 
obtained  by  the  marginal  worker,  for  the  part  of  capi- 
tal is  already  provided  for,  since  it  appears  as  the 
co-partner  of  labor  on  the  margin  of  production  in 
the  receipt  of  interest. 

9.  Wages  of  the  market. — The  newspaper  reader 
is  aware  of  the  many  references  to  "fair  wages" 
that  are  made  when  a  labor  controversy  is  on  in  a 
community.  Such  wages  are  in  the  background  of 
the  conflict,  for  they  are  seemingly  far  from  being  con- 
nected with  demands  made  by  both  sides  in  the  con- 
test. On  the  occasion  of  the  threatened  railway  strike 
in  1910,  the  authorities  to  whom  the  wages  matter 
was  referred  increased  the  rates  for  different  classes 
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from  $0.0260  to  $0.0268  per  mile  for  conductors,  and 
from  $0.0133  to  $0.0150  per  mile  for  passenger 
brakemen. 

Below  the  surface  of  every  wage  contest  is  the 
great  principle  of  marginal  efficiency.  Each  addi- 
tion of  labor  and  capital  makes  a  contribution  to  the 
product,  and  it  is  the  return  of  the  marginal  instal- 
ment that  determines  the  return  of  all  other  instal- 
ments. The  wages  of  the  market  move  steadily  to- 
ward such  a  result,  but  the  conditions  prevailing  may 
seemingly  determine  the  wages  irrespective  of  this  un- 
derlying principle.  In  other  words,  there  is  a  dis- 
tinction between  natural  wages  and  market  wages. 

The  wages  of  the  market  are  the  wages  of  the  mo- 
ment. At  any  given  time  the  market  gives  forth  the 
price  of  labor.  It  has  been  shown  in  previous  chap- 
ters that  demand  and  supply  are  the  great  cutting 
blades  of  the  economic  shears.  Demand  and  supply 
are  words  to  conjure  with,  for  an  understanding  of 
these  terms  throws  light  on  some  of  the  most  impor- 
tant problems  in  the  field  of  economics. 

It  must  not  be  forgotten  that  the  consumer  con- 
trols and  regulates  production.  By  his  labor  and  by 
his  utilities  he  is  able  to  direct  the  demand  for  other 
utilities  with  which  capital  and  labor  move  to  supply 
him.  The  demand  for  commodities  thus  comes  to 
be  determined  by  the  amount  of  utilities  which  are 
exchanged  for  the  product  of  capital  and  labor  in  any 
given  instance.  Many  disturbing  elements  bear  upon 
both  demand  and  supply.     The  consumer's  will  oper- 


WAGES  THE  REMUNERATION  OF  LABOR      247 

ates  thru  demand,  first,  for  commodities,  and  second, 
for  the  various  productive  steps  and  instruments. 
The  producer,  on  the  other  hand,  directs  an  increas- 
ing stream  of  materials  and  energy  toward  the  crea- 
tion of  finished  marketable  goods  and  services. 

The  immediate,  direct  demand  for  labor  is  deter- 
mined by  the  interpretation  that  the  owners  of  capi- 
tal put  upon  the  demand  made  by  consumers  of  prod- 
ucts. The  capitahsts  guess  how  much  product  the 
consumers  will  take,  how  long  it  will  be  before  this 
product  brings  a  return,  and  how  much  capital  will 
come  into  use  in  the  furnishing  of  the  product. 

In  the  early  months  of  1915,  the  discussion  on  this 
point  was  anxious,  and  at  times  heated.  Much  doubt 
existed  about  the  amount  of  capital  that  would  be 
available  for  productive  uses  after  the  war.  Prices 
of  commodities  and  the  employment  of  labor  waited 
upon  the  decision.  If  the  immediate  supply  of  capi- 
tal was  thus  likely  to  affect  the  demand  for  both 
commodities  and  labor,  the  supply  of  labor  would  act 
in  much  the  same  way  upon  the  demand  for  places 
and  the  number  of  men  available  for  work. 

There  are  many  restrictions  placed  upon  laborers 
in  the  different  groups,  tho  the  barriers  grow  less  im- 
passable as  society  develops.  Within  the  groups, 
numbers  change  and,  in  most  instances,  increase. 
Standards  of  living,  of  course,  affect  the  numbers, 
which  increase  as  the  cost  of  hving  decreases ;  and,  con- 
versely, decrease  as  the  cost  of  living  increases.  The 
cost  of  training  men,  the  influence  of  environment  in 
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stimulating  intelligence,  the  entrance  of  women  and 
children  into  the  field  of  employment,  the  use  of  ma- 
chinery, and  the  competition  from  abroad  affect  the 
number  of  workers  available  in  the  different  groups 

In  regard  to  the  labor  of  groups,  the  wages  received 
are  determined  by  the  marginal  product,  but  this,  in 
turn,  varies  with  the  changes  in  the  number  of  la- 
borers who  offer  their  services  in  any  group.  Conse- 
quently, the  wages  received  depend  upon  both  sup- 
ply and  demand.  The  demand  for  labor  is  based 
upon  the  marginal  product  which  capital  must  have 
in  order  to  supply  the  needs  of  consumers;  and  the 
supply  of  labor  depends  upon  the  many  factors  that 
influence  the  increase  in  numbers. 

Capital  and  labor  come  in  contact  in  the  market. 
The  capitalist  measures  carefully  the  marginal  return 
of  labor,  keeping  in  mind  any  discounts  he  may  be 
called  upon  to  make.  The  laborer  has  in  view  the 
necessities  of  life  and  the  pain  and  fatigue  he  is  com- 
pelled to  undergo  while  laboring.  He  balances  the 
utilities  that  he  receives  against  this  pain  and  fatigue, 
and  comes  to  a  conclusion  regarding  the  offered  wages. 
The  maximum  and  the  minimum  of  the  wage  scale 
are  thus  set. 

The  immediate  conditions  of  capital  supply,  and 
the  number  of  laborers  who  are  in  the  market  for  em- 
ployment in  any  group,  soon  come  to  establish  a  rate 
of  wages,  tho  in  the  background  lies  the  marginal  ef- 
ficiency of  the  worker,  which  acts  as  a  great  under- 
lying principle  of  wage  adjustment.     Between  these 
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limits  the  higgling  of  the  market  goes  on,  moving  now 
in  one  direction,  now  in  another,  and  influenced  by 
many  factors,  such  as  restriction  of  output,  the  num- 
ber of  trade-unions,  the  falling  off  in  market  require- 
ments for  products  and  the  draining  of  capital  from 
the  land  by  war  and  pestilence.  The  higgling  proc- 
ess determines  the  results  of  the  relative  supply  and 
demand  in  the  market,  but  it  does  not  determine  the 
price ;  it  is  merely  the  means  of  finding  the  price  which 
has  already  been  determined  thru  the  principle  of 
marginal  efficiency. 

10.  Regulation  of  wages. — As  a  result  of  the 
interpretation  of  the  value  of  the  marginal  worker 
to  an  industry,  low  wages  have  often  been  paid.  It 
is  true  that  the  higgling  of  the  market  may  carry  the 
wage  below  even  the  marginal  worker's  value,  but  not 
for  long.  Society  sometimes  has  cared  too  little  about 
the  serv^ice  rendered,  and  has,  in  consequence,  paid  a 
low  wage.  This  situation  has  been  reflected  in  long 
hours  of  labor  and  small  pay,  together  with  inade- 
quate living  conditions. 

By  degrees  the  law  has  been  invoked  to  alter  the 
situation;  hence,  eight-hour  laws  have  been  passed  in 
many  states.  The  method  of  paying  wages,  also, 
has  been  regulated  by  legal  enactment  and  has  been 
influenced,  too,  by  many  elements  in  the  relations  be- 
tween wage-earners  and  employers.  In  1913,  the 
State  of  Oregon  enacted  a  minimum-wage  law,  and 
under  its  provisions  a  commission  was  created  to  see 
that  it  was  enforced.     After  much  consideration  a 
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minimum  wage  was  established  for  women  and  minors 
under  eighteen  years  of  age  in  several  industries. 
Other  states  have  created  similar  statutes. 

The  purpose  of  this  legislation  is  to  safeguard  the 
welfare  of  the  workers  by  regulating  the  conditions 
of  employment  upon  which  the  welfare  depends. 
The  worker,  from  the  social  and  humane  point  of 
view,  must  have  a  decent  maintenance,  and  this  the 
industry  must  furnish  him.  A  view  of  this  kind  is 
widely  at  variance  with  the  individualistic  ideas  of  an 
earlier  period  and  they  may  go  counter  to  fundamen- 
tal economic  principles.  If  this  proves  to  be  the  case, 
the  history  of  such  legislation  will  show  that  the  eco- 
nomic laws  must  in  the  end  prevail. 

REVIEW 

What  theories  of  wages  have  been  proposed  ? 
What  is  meant  by  the  marginal  worker,  and  what  is  his  relation 
to  the  rate  of  wages? 

What  is  the  nature  of  competition  among  workers? 

What  fixes  the  market  rate  of  wages? 

What  has  been  done  by  the  government  to  regulate  wages? 


CHAPTER  XV 

INTEREST  A  PAYMENT  FOR  CAPITAL 

1.  Money  and  banks. — In  the  midst  of  the  indus- 
trial system  stands  the  banker.  He  is  the  most  com- 
manding of  all  the  figm-es  in  modern  commerce  and 
trade.  Granting  credit  here,  accepting  loans  there 
and  determining  the  fate  of  bond  issues,  he  directs  the 
course  of  production,  ^len  come  and  go  but  the 
banker  remains,  holding  in  his  hands  the  success  of 
many  an  enterprise.  So  important  is  the  function 
which  the  bank  has  come  to  occupy,  that  many,  reading 
the  signs  on  the  surface,  have  concluded  that  banks 
make  capital.  The  great  Pennsylvania  Railroad 
sells  its  bonds  in  the  market,  and  the  banks  and  trust 
companies  take  them  in  vast  sums.  Is  it  not  the 
banks  that  have  the  money  ?  And  do  they  not  supply 
the  capital  for  the  railway? 

Not  long  ago,  a  well-known  private  banker  told  the 
author  about  his  relations  with  investors  in  the  East. 
From  time  to  time,  he  said,  his  clients  asked  for  of- 
ferings in  the  way  of  mortgages  in  order  that  they 
might  send  him  money  to  loan  on  such  security.  He 
has  two  classes  of  customers,  a  moneyed  class  and  a 
borrowing  class.  The  latter  are  engaged  in  produc- 
tion, in  this  case  thru  the  operation  of  their  farms. 

251 
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Having  inadequate  capital,  they  hope  to  borrow  funds 
to  make  up  the  deficiency.  The  lenders  in  this  pres- 
ent instance  were  interested  in  the  rate  and  the  safety 
of  the  loan ;  the  borrowers  had  in  mind  what  they  could 
do  with  the  money,  and  whether  by  their  labor,  direc- 
tion and  good  sense  they  could  earn  the  interest  and 
a  surplus  over  and  above  the  annual  payment  to  make 
their  labo^  worth  while. 

In  time  the  loan  came  due — what  then  was  there  to 
show  for  the  funds  advanced  to  the  borrowers  thru  the 
medium  of  the  private  banker?  Sometimes  the  bor- 
rower had  wasted  it;  in  other  instances  there  were  a 
barn  and  more  cattle  as  a  result;  and  in  some  cases, 
the  farmer  had  held  his  surplus  in  the  form  of  a  bank 
deposit.  The  lenders,  in  all  instances  involving  capi- 
tal, are  at  the  first  step  of  the  process  of  the  invest- 
ment of  capital,  which  is  the  saving  of  money  in- 
comes. The  second  step  is  the  purchase  of  capital 
goods,  a  part  of  which  is  done  by  such  men  as  the 
farmers  who  have  borrowed  the  money  referred  to. 
They  exchange  the  funds  turned  over  to  them,  for 
machinery,  tools,  seed,  cattle  or  other  commodities. 

The  bank  can  hardly  be  said  to  supply  capital,  if 
capital  consists  of  goods.  The  transfer  from  saving 
to  capital  is  an  important  step,  just  as  the  process  of 
replacing  wornout  equipment,  old  houses  and  ma- 
chinery used  in  production  is  a  necessary  procedure 
in  maintaining  capital.  In  the  long-time  process  of 
production,  saving  has  become  more  necessary  and  at 
the  same  time  easier.     As  a  consequence,  there  has 
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been  a  vast  growth  of  middlemen,  who  intervene  be- 
tween savers  and  enterprisers,  whether  individuals  or 
corporations. 

Modem  hfe  insurance,  acting  as  a  means  of  pro- 
tecting families  against  the  loss  of  bread-winners,  has 
also  been  an  important  factor  in  promoting  saving. 
Its  encouragement  of  saving  has  been  brought  about 
by  the  obligation  which  it  has  placed  upon  the  insured 
to  pay  the  life  insurance  premiums  regularly  over  a 
period  of  years. 

The  bank,  in  its  capacity  as  a  buyer  and  seller  of 
credit,  has  been  the  agency  thru  which  savings  are 
gathered  together.  The  banker  is  the  intermediary 
between  the  saver  of  incomes  and  the  owner  of  capital, 
in  whatever  form  that  capital  may  be ;  and,  as  such,  he 
is  able  to  help  the  merchant  or  manufacturer  to  an- 
ticipate what  is  due  him  in  the  form  of  payment  for 
products  sold.  The  banker  thus  comes  to  be  an  im- 
portant agent  in  regulating  the  command  of  capital 
and  in  directing  the  use  of  it. 

The  entrepreneur  does  not  borrow  the  capital,  i.e.,  the 
tools,  raw  materials,  etc.,  which  he  needs ;  he  gets  credit  from 
a  bank,  and  with  that  buys  what  he  needs  for  the  prosecu- 
tion of  his  enterprise.  He  is  commonly  said  to  borrow 
"money"  or  "capital,"  but  these  popular  expressions  are  in- 
accurate ;  lie  borrows  credit,  or,  in  other  words,  a  right  to 
demand  money,  and  with  that  buys  his  capital,  becoming  the 
absolute  owner  of  it.^ 

2.  Capital  concepts. — Capital  consists  of  producers* 

1  Joseph  French  Johnson,  "Money  and  Currency,"  p.  36. 


254.  ECONOMICS  OF  BUSINESS 

goods,  i.e.,  materials,  tools,  machinery  and  other  facili- 
ties of  production.  This  is  the  community  concept. 
Looking  at  the  question  from  the  individual  stand- 
point, anything  is  capital  which  assists  in  increasing 
income ;  some  of  the  writers  of  today  have  given  such 
individual  wealth  the  name  of  acquisitive  capital. 
Consumers'  good  are  also,  at  times,  utilized  as  capi- 
tal, and  it  should  be  borne  in  mind  that  a  usable,  con- 
sumable good  may  be  regarded  as  making  a  return 
of  interest  to  the  owner.  Yet  from  the  community 
point  of  view,  capital  is  essentially  producers'  goods ; 
the  loans  of  such  goods,  made  for  production  pur- 
poses, settle  the  returns  of  capital. 

The  creation  of  capital,  and  its  replenishment,  are 
matters  of  perennial  discussion.  Saving  is  a  pre- 
requisite to  the  creation  of  capital.  In  the  primitive 
societies  the  saving  of  food  and  materials  was  essential 
to  larger  production  and,  in  consequence,  to  greater 
capital  creation.  In  modern  society  the  individual 
does  not  hoard  bread  and  fish  but  retains  a  representa- 
tive of  these  in  the  form  of  money  or  a  bank  credit. 
Whether  there  will  be  more  capital  or  not,  depends 
upon  the  way  the  owner  makes  use  of  his  credit  or 
money.  If  he  uses  it  to  buy  customers'  goods,  the 
capital  of  the  community  does  not  grow;  but  if  he 
begins  the  manufacture  of  useful  machinery  or  en- 
gages in  agriculture,  he  is  adding  thereby  to  the  com- 
munity's capital. 

Such  capital  undergoes  constant  wear;  every  day's 
use  lessens  its  value  and  efficiency,  yet  the  world  must 


INTEREST  A  PAYMENT  FOR  CAPITAL     255 

keep  its  capital  intact.  The  great  railroad  is  con- 
stantly under  process  of  reconstruction.  Every  seren 
years  the  ties  must  be  replaced ;  in  ten  years  rails  show 
the  need  of  renewal;  locomotives  and  cars  are  being 
constantly  rebuilt,  and  all  the  equipment  is  frequently 
added  to  by  purchase.  This  is  the  problem  of  depre- 
ciation and  replenishment.  Capital  combined  with 
labor,  under  intelligent  direction,  earns  an  income 
large  enough  to  pay  what  is  called  interest,  and  a  fund 
sufficient  to  restore  the  capital  to  its  original  form. 
This  return  may  be  spread  over  a  series  of  years. 

In  order  to  keep  up  the  capital  of  the  country  it  is 
necessary  for  capitalists  to  make  sacrifices  continually. 
If  the  owner  of  capital  does  not  use  the  returns  to 
maintain  repairs  and  to  replace  the  old  and  worn- 
out  commodities,  but  uses  his  return  only  to  secure 
consumers'  goods,  the  result  must  be  a  decline  in  his 
capital.  This  procedure,  if  re])eated  by  a  large  num- 
ber of  persons,  ultimately  results  in  a  decline  in  avail- 
able capital.  Nothing  shows  so  clearly  the  results  of 
such  conduct  as  the  practice  of  paying  unearned  divi- 
dends from  funds  that  should  have  been  given  over  to 
maintenance  and  replacement.  Numerous  railroads 
have  been  plunged  into  receiver^p  and  bankruptcy 
as  a  result  of  such  principles  of  management. 

Another  point  should  be  kept  in  mind.  As  the  re- 
placement process  goes  on,  the  enterpriser  must  de- 
cide whether  or  not  it  is  worth  while  to  continue  the 
original  form  of  capital.  It  is  a  longer  and  more  diffi- 
cult process  in  some  instances  than  in  others  to  trans- 
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fer  capital  from  one  type  of  industry  to  another. 
What  really  takes  place  is  the  abandoning  of  one  form 
and  the  shifting  of  the  replacement  earnings  to  an- 
other kind  of  capital.  Some  forms  of  capital  are  by 
nature  freer  than  others ;  they  can  be  transferred  from 
one  industry  to  another  with  comparative  ease.  The 
freest  capital  is  that  which  appears  in  the  form  of 
loanable  funds. 

3.  Source  of  loanable  capital. — Some  men  have 
no  desire  to  enter  into  the  active  production  of  com- 
modities, while  some  mistrust  their  abilities  and  know 
that  they  must  turn  their  savings  over  to  others  for 
utilization.  Thus  a  fund-holding  class  appears,  seek- 
ing interest  for  the  use  of  its  funds.  The  supply  of 
loanable  capital  comes  from  such  groups.  On  the 
other  hand,  there  are  many  who  see  opportunities 
which  they  could  make  use  of  if  they  had  additional 
funds  to  supplement  their  own.  The  man  engaged 
in  business  regards  capital  as  a  matter  of  money  and 
credit,  for  to  him  whatever  sums  are  available  for 
business  purposes  constitute  the  supply  of  capital. 
Yet  it  is  clear  that  money  is  only  a  medium  thru  which 
the  business  man  comes  into  the  possession  of  tools, 
machinery,  materials  and  the  means  of  subsistence — 
the  real  elements  of  capital. 

Perhaps  this  phase  of  the  capital  question  is  best 
brought  out  by  placing  emphasis  on  the  fact  that  a 
demand  for  capital  is  not  a  demand  for  money.  Peo- 
ple who  have  things  to  sell  are  those  who  want  money, 
but  the  men  anxious  for  capital  want  to  get  hold  of 
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wealth  in  the  form  of  tools,  machinery  and  raw  ma- 
terials. The  first  of  these  demands  determines  price, 
and  the  second  makes,  in  part,  the  rate  of  interest. 

Dean  Joseph  French  Johnson  has  stated  well  this 
difficult  problem  of  loanable  capital  and  has  clearly 
distinguished  such  capital  from  the  mass  of  capital 
goods.     He  puts  it  in  this  way : 

The  loanable  capital  and  the  loanable  funds  of  a  country 
are  practically  the  same  thing ;  the  one,  a  heterogeneous  mass 
of  value  in  the  form  of  various  goods ;  the  other,  the  same 
mass  of  value  made  homogeneous  by  the  universal  solvent, 
money.  ^ 

That  is,  the  bank  acts  as  the  agent  by  which  the 
right  to  use  capital  goods  is  transferred  from  one  per- 
son or  institution  to  another,  according  to  the  needs 
of  the  community.  In  consequence,  the  interest  ques- 
tion becomes  involved  in  the  demand  for  capital,  the 
number  of  exchanges  and  the  facihties  of  credit  and 
exchange.  Can  the  bank,  for  instance,  accept  as  the 
reason  for  its  loan  the  borrower's  claim  on  some 
specific  good?  Or  again,  can  a  bank  exchange  its 
own  obligation  in  the  form  of  a  bank  credit — a  kind 
of  general  claim  against  all  capital  goods — for  the 
promise  of  the  borrower  to  return  to  the  bank  his 
anticipated  receipts  from  goods  which  he  has  turned 
over  to  the  community  to  be  sold  in  the  market? 
The  borrowing  and  lending  of  capital  are  everyday 
matters.  In  order  to  get  hold  of  capital,  then,  the 
borrower  must  use  the  medium  of  money  or  credit. 

1  "Money  and  Currency,"  p.  H2. 
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The  result  is  that  interest,  to  the  banker,  as  well  as 
to  the  man  who  has  occasion  to  borrow,  appears  to  be 
a  payment  made  for  the  use  of  money. 

4.  What  is  interest? — The  United  States  govern- 
ment now  pays  from  two  to  four  per  cent  on  its  bonds. 
The  Russian  government  paid  as  high  as  six  per  cent 
during  1915.  The  farmer  in  North  Dakota  pays 
about  eight  per  cent.  Anyone  who  borrows  from  a 
pawnbroker  pays  as  high  as  20  per  cent,  and  a  high- 
grade  corporation,  solvent  and  ably  managed,  borrows 
at  five  per  cent.  From  the  low  rate  of  two  per  cent 
to  the  high  rate  of  20  per  cent  is  a  wide  difference,  rep- 
resenting many  economic  vicissitudes.  The  phrase 
"gross  interest"  has  been  used  to  describe  the  total 
interest  paid  for  an  advance  of  capital.  It  includes 
I  an  item  of  insurance  against  risk  and  a  payment  for 
j  the  use  of  capital  goods. 

Turning  to  the  item  of  interest  rates,  cited  above, 
we  find  that  the  allowance  for  insurance  against  risk 
explains  the  differences.  The  United  States  govern- 
ment is  as  solvent,  and  as  likely  to  meet  its  obligations, 
as  any  human  organization  will  ever  be.  In  the  case 
of  loans  made  to  the  government,  there  is  no  element 
of  risk  and  no  need  of  paying  an  item  of  insurance 
against  possible  loss.  This,  however,  has  not  always 
been  the  case.  During  the  Civil  War  the  United 
States  paid  high  rates  upon  the  funds  that  it 
borrowed. 

National  strength  and  stability  have  been  gained 
since  1865  and,  with  them,  higher  standing  in  the 
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financial  markets  of  the  world.  The  element  of  insur- 
ance against  risk  being  eliminated,  the  rate  of  interest 
for  the  use  of  capital  goods  appears  to  be  about  three 
per  cent.  Where  the  rate  varies  from  this  amount 
there  are  other  elements  of  cost  that  must  be  added, 
such  as  possible  loss  in  failure  to  pay,  cost  of  placing 
loan,  delays  in  collection,  and  difficulty  in  making 
transfer  from  one  form  of  capital  to  another.  The 
last  element  touches  the  problem  of  capital  supply  as 
affected  by  ignorance  of  opportunities  and  the  lack  of 
market  facilities  in  finding  openings  for  products. 
The  discussion  of  these  factors  may  be  left  until  the 
rate  of  interest  is  taken  up,  later  in  the  chapter. 

The  term  "pure  interest"  has  been  used  to  describe 
the  amount  paid  for  funds  by  a  government  like  the 
United  States.  It  is,  in  fact,  the  "net  interest" 
which  the  economist  endeavors  to  explain  in  the  varj^- 
ing  theories  of  interest,  such  as  the  productive  theory, 
the  abstinence  theory,  the  use  theory  and  the  ex- 
change theory.  The  definition  given  for  interest  was 
"the  amount  paid  for  capital."  This,  however,  is  a 
reference  to  capital  that  hardly  explains  interest. 
Naturally  the  borrower  has  the  use  of  the  capital,  but 
the  lender  would  have  that  also ;  the  fact  is,  he  actually 
has  it  in  the  absence  of  his  own  ability  to  secure  it. 
He  postpones  the  sacrifice  necessarj'-  to  becoming  the 
rightful  owner. 

Interest  thus  becomes  a  bonus,  a  premium,  an  addi- 
tion that  the  borrower  pays  at  a  future  time.  The 
lender  foregoes  the  use  of  the  capital  now  in  order  to 
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receive  the  premium  which  the  borrower  is  willing  to 
pay  in  the  future.  This  explanation  possibly  covers 
the  need  of  a  definition.  Net  interest  is  the  value  of 
present  capital  goods  measured  in  the  future  value  of 
such  goods.  The  ability  of  the  lender  to  wait  becomes 
a  major  factor  in  the  determination  cf  interest. 

5.  Reasons  for  interest. — Every  business  man 
knows  that  capital  earns  an  income  for  its  owner, 
which  not  only  is  sufficient  to  keep  the  supply  of 
capital  intact  but  which  also  includes  an  item  of  pay 
for  its  use.  Many  denials  have  been  made  of  the 
statement  that  capital  is  productive.  For  instance, 
it  is  said  that  labor  creates  all  capital.  Unquestion- 
ably labor  and  land  are  the  elements  that  contribute 
to  the  immediate  creation  of  wealth,  but  designation 
of  the  wealth  for  productive  purposes  may  not  be 
brought  about  unless  there  is  abstinence  of  use.  Sav- 
ing enters  as  a  great  capital-creating  effort,  since  it 
influences  men  to  refrain  from  consumption  now,  in 
order  that  they  may  produce  later. 

Thus  foods  and  materials  become  tools,  engines 
and  structures.  The  use  of  these  in  production  de- 
cidedly aids  those  engaged  in  specific  tasks.  The 
loom  driven  by  power  is  so  superior  in  the  matter  of 
productivity  to  the  old  hand-loom  that  no  one  doubts 
the  necessity  of  having  it.  Men  want  producers' 
goods  because  they  add  an  income  not  securable 
without  them.  That  is,  such  capital  increases  the 
product  and,  as  a  consequence,  enlarges  the  income, 
making  the  borrower  willing  to  pay  rather  than  do 
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without  the  capital  that  he  has  used  in  liis  business. 

If  capital  did  not  earn  enough  to  replace  the  cost 
of  making  it  there  would  be  no  capital.  The  truth  of 
this  statement  is  self-evident,  for  no  use  of  legerde- 
main can  conceal  the  fact  that  human  greed  and  self- 
ishness wiU  not  lend  themselves  to  toil  unless  there  is 
certain  promise  of  results.  The  use  of  capital  pre- 
supposes the  return  of  a  value  equal  to  the  original 
amount,  but  another  factor  appears  in  this  problem. 
It  is  the  simple  element  of  waiting;  the  owner  of 
capital  must  wait  for  a  return.  The  process  of  labor 
must  be  completed,  and  time  naturally  enters  as  a 
factor. 

But  men  do  not  like  to  wait;  present  goods  are 
always  valued  more  highly  than  future  goods.  The 
owner  of  capital  can  exchange  his  capital  for  present 
consumers'  goods.  Many  a  man  does  just  that 
nowadays,  under  the  lure  of  social  position  and  the 
desire  for  pleasure.  Every  day  capital  is  being 
exchanged  for  consumers'  goods  as,  for  example,  in 
the  immense  sale  of  automobiles  for  pleasure  purposes. 
The  maker  of  capital  must  wait  for  his  return. 
Waiting  is  saving;  it  involves,  under  modern  con- 
ditions, the  turning  over  of  bits  of  capital  to  a  bank 
Tvhich,  in  turn,  lends  them  to  a  man  who  wants  to  use 
capital.  The  man  and  the  capital  must  do  their  work 
before  the  depositor  can  have  his  income. 

Waiting,  therefore,  must  be  paid  for.  In  our 
analysis  of  interest  we  have  reached  this  conclusion: 
capital  must  be  productive  in  specific  instances  of 


262  ECONOMICS  OF  BUSINESS 

production.  It  has  been  demonstrated  again  and 
again  that  men  can  do  more  with  capital  than  with- 
out it.  In  the  first  place,  in  waiting  for  a  return  some 
sacrifice  is  involved.  A  reward  is  therefore  paid  for 
the  capital,  and  interest  is  set  up  as  an  inducement  to 
lend.  The  productivity  of  capital,  on  the  one  hand, 
and  the  reward  for  abstinence,  on  the  other,  explain 
the  payment  of  interest.  From  the  viewpoint  of  the 
lender,  interest  is  the  discounting  of  future  goods; 
from  that  of  the  borrower,  interest  results  from  the 
fact  that  capital  goods  for  him  are  productive  and  by 
means  of  them  he  can  create  a  larger  product. 

6.  The  rate  of  interest. — The  immediate  form  in 
which  capital  comes  into  the  market  is  money.     It  is 
customary  to  speak  of  the  price  of  money,  and  to 
express  the  price  in  an  interest  rate.     As  an  outcome 
of  this  view,  it  is  repeatedly  declared  that  the  rate 
of  interest  varies  with  the  amount  of  money  in  the 
\    market.     This  fallacy   springs   from  the   failure  to 
I   appreciate  the  difference  between  money  and  capital. 
!    Prices  rise  with  the  increase  of  the  quantity  of  money, 
:   but  the  interest  rate  depends  upon  the  supply  of  cap- 
ital available.     In  view  of  the  relations  of  the  credit 
fund  to  the  capital  of  a  land,  the  interest  rate,  under 
ordinary  conditions,  expresses  the  percentage  paid 
for  capital. 

Under  the  provisions  of  the  modern  economic  ma- 
chinery, money  acts  as  a  medium  of  exchange  in  the 
buying  and  selling  of  commodities  of  every  character. 
The  man  who  enters  business  immediately  faces  the 
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problem  of  money  and  credit.  He  must  have  the  first 
to  pay  over  the  counter  for  labor  and  the  incidental 
expenses  of  the  business ;  he  finds  the  second  desirable 
in  securing  additional  capital  in  the  form  of  materials 
and  machinery.  The  bank  is  the  agency  thru  which 
he  gets  his  loans.  In  borrowing  he  agrees  to  retm-n  a 
given  amount  of  money  at  a  certain  rate  of  interest 
that  has  been  placed  upon  it. 

In  the  money  market  there  are  manj"  kinds  of  paper 
or  securities.  Some  of  these  are :  the  short-time  com- 
mercial paper  of  a  commercial  house,  issued  upon  col- 
lateral in  the  form  of  the  notes  of  customers ;  personal 
notes  of  individuals;  notes  accompanying  mortgage 
security;  and  bonds  issued  by  corporations  and  gov- 
ernment bodies,  extending  over  long  periods  of  time. 
Each  kind  bears  its  own  statement  of  facts  and 
carries  on  its  face  a  rate  of  interest  which  varies,  in 
actual  fact,  with  the  value  of  the  security.  How  are 
the  distribution  and  use  of  capital,  consisting  of  what 
the  economist  calls  producers'  goods,  related  to  loan- 
able funds  in  the  form  of  different  kinds  of  paper 
found  in  the  hands  of  bankers  ? 

A  merchant  brings  to  a  bank  a  considerable  sum 
of  money  and  deposits  it,  receiving  therefor  a  book 
credit.  The  money  he  has  deposited  represents  goods 
which  he  has  sold.  This  tj'^pical  example  is  repeated 
many  times  and  in  many  places.  In  fact,  the  bank 
deposits  of  the  nation  have  their  source  in  some  actual 
product  of  labor  that  has  been  passed  on  by  the  orig- 
inal owner  to  other  users.     It  appears,  then,  that  the 
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loanable  capital  of  the  country  is  really  the  concrete 
goods  in  the  stream  of  the  country's  production 
while  the  money  and  credit  for  which  these  goods 
are  exchanged  constitute  the  loanable  funds  of  the 
banks. 

The  borrower  of  capital  is  a  borrower  of  money, 
because  he  knows  he  can  purchase  the  capital  (tools, 
machines,  materials)  in  the  market.  There  being,  at 
any  given  time,  an  amount  of  money  to  do  the  money 
work,  the  relation  of  the  money  to  the  exchanges  that 
are  made  is  expressed  in  a  rate  or  percentage.  A 
building  fever  may  strike  a  community;  everybody 
decides  to  erect  a  house.  What  is  the  result?  The 
first  expression  of  this  decision  is  a  demand  for  capital 
in  the  form  of  building  materials. 

The  use  of  such  capital  is  seemingly  worth  more  at 
a  time  of  special  demand  than  before,  in  view  of  the 
possibility  of  limits  to  the  supply ;  and  the  percentage, 
or  rate,  consequently  rises  one-half  or  one  per  cent. 
There  is  no  more  money  than  before,  and  no  larger 
aggregate  of  exchanges.  The  continuance  of  the  de- 
mand will  result,  however,  in  a  change  in  the  price  of 
building  commodities,  and  with  the  higher  prices  will 
come  a  decline  in  the  building  operations  which  will 
sooner  or  later  be  followed  by  a  lowering  of  the 
interest  rate. 

A  repetition  of  the  statement  made  a  few  pages 
back  emphasizes  a  point  that  may  now  appear  more 
evident:     A  demand  for  capital  is  not  a  demand  for 
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money;  the  demand  for  money  produces  price,  the 
demand  for  capital  creates  interest. 

Under  the  law  that  created  the  Federal  Reserve 
banks,  an  immense  amomit  of  gold  was  released  from 
the  reserves  of  the  national  banks  in  the  early  part  of 
1914.  The  conditions  abroad  were  such  that  the 
necessity  for  gold  as  a  reserve  steadily  grew  in 
France,  England  and  Germany  as  the  war  went  on. 
In  America  there  was  more  than  enough  gold;  and 
the  possibility  of  an  immense  expansion  of  credit  and 
enormous  development  of  corporate  activities,  with 
increase  of  prices,  seemed  imminent. 

Instead  of  falling,  as  the  money  situation  seemed 
to  foretell,  the  rates  of  interest  held  pretty  well. 
There  was  first  the  demand  for  credits  from  abroad, 
and  this  was  followed  by  a  demand  for  certain  tj^pes 
of  commodities,  and  a  systematic  and  continued 
destruction  of  permanent  capital,  food  supplies  and 
war  munitions  used  in  the  maintenance  of  hostile 
armies.  The  destruction  of  capital  and  the  consump- 
tion of  food  supplies  were  offset  by  the  change  in  the 
money  and  credit  situation. 

With  the  change  in  the  bankifig  conditions  the  rate 
of  interest  would  have  fallen  markedly  except  for  the 
controlling  element,  the  actual  destruction  of  capital ; 
and  in  the  final  adjustment  the  rate  of  interest,  based 
on  the  producers'  goods  in  existence,  must  rise  as  a 
result  of  the  war.  Sometimes  efforts  have  been  made 
in  the  United  States  to  lower  the  rate  of  interest  bv 
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the  issue  of  paper  money  thru  legislation.  Prices, 
however,  rapidly  adjust  themselves  to  a  changing 
monetary  standard,  and  interest  rises  instead  of 
falling. 

7.  Variance  in  the  rate. — The  variance  in  the  rate 
of  interest,  noted  from  time  to  time  in  the  money 
market,  is  due  in  part  to  the  attempt  to  adjust  the 
demand  for  capital  to  its  supply.  A  bank  receiving 
an  increase  in  gold  is  given,  as  a  result  of  its  enlarge- 
ment of  the  reserve,  a  greater  loaning  capacity. 
While  this  is  true,  there  is  neither  growth  in  the 
demand  for  loans  nor  any  change  in  the  call  for 
capital.  The  bank,  however,  wishes  to  stimulate 
borrowing  and  in  order  to  do  so  lowers  the  rate  on 
loans. 

One  of  the  best  examples  of  this  method  of  pro- 
cedure is  to  be  found  in  the  case  of  loans  on  call.  In 
time,  the  increased  gold  holdings  get  into  circulation 
and  there  is  an  enlargement  of  credit  facilities  which 
stimulates  a  demand  for  goods.  An  upward  move- 
ment of  prices  follows,  and  the  amount  of  money 
needed  to  make  the  same  number  of  exchanges  is 
greater  than  before.  The  power  of  the  bank  to 
accommodate  those  who  seek  new  loans  is  only  tem- 
porarily enlarged,  and  upon  the  later  readjustment 
of  prices  the  interest  rate  returns  to  its  former  level. 

The  above  is  a  simple  example  of  the  effect  upon 
interest  rates  of  an  increase  in  money  supply.  When 
the  money  supply  declines,  the  economic  machinery 
works  in  the  opposite  way.     Any  reduction  in  the 
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supply  of  the  basic  gold  money  would  necessitate  a 
reduction  in  loans,  irrespective  of  the  needs  for 
capital.  Money  with  which  to  meet  ordinary  counter 
needs  would  be  eagerly  sought.  The  banks,  in  order 
to  hold  their  supply  of  gold,  would  be  compelled  to 
call  in  loans  and  would  refuse  to  extend  loans  to 
new  borrowers.  Everywhere  men  would  reduce  their 
activities,  prices  would  decline,  and  the  interest  rate 
would  fall  as  a  consequence  of  the  falling  off  in 
the  demand  for  capital.  Eventually  readjustments 
would  take  place  and  conditions  would  be  reestab- 
lished in  which  a  normal  rate  of  interest  would  obtain. 

In  both  the  instances  cited,  the  adjustment  has  been 
made  thru  a  recurrence  to  the  normal  demand  and 
supply  of  real  capital,  which  has  been  temporarily 
disturbed  by  the  changes  affecting  price  and  by  the 
consequent  modification  in  the  use  of  capital.  To  put 
it  in  another  way,  since  capital  is  acquired  thru  the 
medium  of  money,  changes  in  money  supply  interfere 
with  the  adjustment  of  the  demand  and  the  supply  of 
capital,  as  well  as  with  the  replacement  process  that 
goes  on  all  the  time. 

Variations  in  the  rate  of  interest  are  effected  by  the 
rapidity  of  the  replacement  process,  and  by  the  use  to 
which  the  capital  fund  is  put  in  creating  capital  goods. 
In  the  bookkeeping  of  the  business  community  a  part 
of  the  earnings  of  capital  goods  is  set  aside  to  replace 
those  goods  when  replacement  becomes  necessary. 
Some  capital  is  destroyed  in  a  single  use,  as  in  the 
case  of  coal.     Other  capital,  in  fixed  forms,  typified 
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by  buildings  and  machinery,  is  used  a  long  time  before 
it  is  necessary  to  replace  it,  but  in  the  case  of  every 
product  something  must  be  set  aside  as  a  part  of  the 
original  cost. 

8.  Replacement  of  capital. — The  products  of  capital 
give  their  owners  funds  or  credits  which  can  be  used 
to  restore  the  original  wornout  capital,  or  to  produce 
other  capital.  The  rate  of  interest  depends  upon  the 
capital  in  existence,  and  is  one  of  the  most  important 
factors  in  the  problem,  but  the  continuance  of  the 
capital  of  the  land  depends  upon  the  replacement 
process.  For  example,  the  capital  invested  in  car- 
riage works  is  in  a  number  of  important  concerns 
not  being  replaced.  As  the  products  are  turned  into 
cash,  the  owners,  instead  of  using  their  mobile  funds  to 
make  repairs,  to  buy  new  machinery,  and  to  keep  up 
the  plants,  are  turning  them  into  new  industries. 
The  lenders  of  money  are  not  willing  to  let  their  funds 
go  into  an  industry  of  this  kind,  which  offers  so  little 
promise. 

9.  The  promoter. — The  business  of  a  promoter  is  to 
formulate  the  proposition  and  then  to  get  the  funds 
by  which  the  capital  for  the  enterprise  can  be  pur- 
chased. He  advertises  and  circularizes,  solicits  and 
persuades,  until  the  people  who  have  credit  funds, 
bank  deposits  and  money,  exchange  their  general  pur- 
chasing power  for  paper  certificates  of  ownership. 
This  mobility  of  the  capital  fund  works  toward  an 
adjustment  of  rates  in  different  industries. 

10.  Marginal  capital. — In  the  final  analysis,  it  is 
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the  marginal  value  of  capital  that  determines  the 
rate  of  interest.  The  reasoning  in  regard  to  the 
marginal  worker  applies  to  the  marginal  amounts  of 
capital  also.  With  variations  in  demand  and  changes 
in  machinery,  organizations  and  supply  of  capital, 
the  marginal  results  of  capital  as  well  as  of  labor  are 
continually  modified.  Many  instances  are  to  be 
found  in  which  productive  capital,  working  in  con- 
junction with  labor,  earns  high  returns.  Generally, 
however,  capital  must  accept  the  return  that  can  be 
paid  for  the  use  of  the  least  productive  capital.  The 
supply  of  capital  being  forthcoming  at  that  remunera- 
tion, the  rate  paid  for  capital  is  determined  by  the 
relation  of  the  productivity,  expressed  in  dollars,  to 
the  amount  of  capital  employed.  This  is,  and  must 
be,  the  current  rate. 

If  the  supply  of  capital  were  affected  by  the  intro- 
duction of  savings  from  abroad  that  can  be  put 
into  capital  goods,  the  rate  of  productivity  would  be 
changed  and  the  interest  rate  modified.  The  problem 
of  interest  comes  to  every  business  man  as  an  indi- 
vidual question,  but  it  is  also  a  community  problem, 
for  the  determining  factors  are  broad,  economic  forces 
that  have  to  do  with  the  real  productive  agencies  of 
the  nation. 

11.  Effect  of  high  or  low  rates. — What  the  lender 
wants  to  know  about  his  loan  is.  Can  I  be  sure  of 
getting  the  interest?  There  are  many  people  who 
invest  part  of  their  money  in  railroad  bonds  and  part 
in  real  estate  mortgages.     If  the  railroad  interest 
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rates  fall  while  farm  rates  remain  unchanged,  some 
of  the  people  will  direct  their  new  investments  to 
farms  instead  of  railroads,  thus  increasing  the  supply 
of  farm  loans  and  diminishing  that  of  railroad  loans. 
If  the  process  were  completely  carried  out  we  should 
have  an  equalization  of  the  rates  of  interest  in  different 
lines  and  the  establishment  of  one  general  rate  of 
interest  for  capital  as  a  whole.  This  process  of  shift- 
ing from  the  fields  of  the  lower  to  those  of  the  higher 
rates  of  interest  takes  place  all  the  time,  tho  judgment 
and  conservatism  tend  to  hold  the  movement  in  check. 
According  to  the  view  that  the  interest  rate  tends 
to  indicate  the  marginal  productivity  of  capital,  there 
ought  to  be  a  steady  tendency  toward  an  equal  rate, 
in  so  far  as  there  is  no  interference  because  of  monop- 
oly conditions.        UI-- 

The  problem  of  j^insurance  is  affected  in  all  its 
phases  by  the  rate  of  interest.  If  the  rate  of  interest 
falls  the  necessity  for  higher  premiums  appears, 
since  the  insurance  funds  must  earn  a  rate  sufficient 
to  meet  the  obligations  assumed.  The  man  looking 
for  an  annuity  by  which  to  protect  his  later  years  with 
a  suitable  income,  finds  the  interest  rates  determining 
the  amount  he  must  pay  for  the  annuity.  In  other 
instances  similar  results  are  to  be  seen.  The  man  who 
hopes  to  leave  his  family  a  sum  large  enough  to  furnish 
an  adequate  income  is  confronted  by  the  dilemma  of 
either  lowering  his  estimate  of  the  income,  or  mate- 
rially increasing  the  capital  fund  if  the  rate  of  interest 
falls  in  high-grade  activities.     Up  to  a  certain  point 
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the  lower  rate  might  stimulate  increased  accumula- 
tions in  some  groups,  but  in  others  it  would  encourage 
immediate  consumption. 

Occasionally  legislative  bodies  attempt  to  fix  the 
interest  rate  by  law.  The  effort  is  futile,  for  capital, 
being  governed  by  economic  principles,  must  have  a 
certain  rate  of  interest.  Allowance  is  made  for  risk 
and  possibility  of  loss,  in  accordance  with  the  general 
judgment,  and  the  legislative  act  merely  prevents  the 
borrower  from  placing  his  funds  to  the  best  advan- 
tage. Hea^y  taxation  on  securities,  mortgages  and 
notes  brings  evasion  of  taxes;  and  a  higher  rate  of 
interest  for  the  borrower  is  the  outcome,  because  of 
the  fear  which  tlie  lender  has  of  discovery  or  seizure 
of  his  property. 

REVIEW 

\Aliy  is  it,  strictly  speaking,  incorrect  to  term  interest  a  pay- 
ment for  the  use  of  money? 

Where  does  the  loanable  capital  of  a  nation  come  from? 

^Miat  is  pure  interest,  and  what  other  elements  enter  into  actual 
interest  rates? 

What  reasons  are  assigned  for  the  existence  of  interest? 

What  fixes  the  rate  of  interest? 

WTiat  causes  variation  in  the  rate? 

What  is  the  relation  of  life  insurance  to  the  rate  of  interest? 


CHAPTER  XVI 

RENT  THE  PAYMENT  FOR  THE  USE  OF  LAND 

1.  Popular  use  of  the  term. — According  to  the 
everyday  use  of  the  word,  rent  is  the  compensation 
paid  for  the  use  of  any  kind  of  property,  whether 
movable  or  fixed.  The  swain,  on  the  Fourth  of  July, 
inquires  anxiously  of  the  man  at  the  village  boat- 
house  how  much  rent  he  will  have  to  pay  for  a  boat 
in  which  to  take  his  sweetheart  out  on  the  water.  Mr. 
Commuter,  seeking  a  habitation  in  the  suburbs, 
speaks  of  rent  when  he  refers  to  the  hire  of  a  house. 
In  the  farming  communities,  the  tenant  declares  he 
pays  a  heavy  rent  when  he  gives  the  owner  of  the  land 
one-half  the  product  of  the  land.  On  fashionable 
shopping  streets,  the  stores  of  haberdashers  and  mil- 
liners are  to  be  found  in  large  numbers ;  these  tenants 
describe  their  leases  as  requiring  a  monthly  payment 
of  rent.  In  some  instances,  as  in  the  case  of  the 
machines  used  to  make  shoes,  concerns  hire  machines 
instead  of  purchasing  them,  the  term  rent  is  used  to 
express  the  nature  of  the  payment. 

The  same  dictionary  that  so  extends  the  use  of 
the  word  rent,  declares  a  renter  to  be  one  who 
rents  an  estate  or  a  tenement.  Hence,  the  statement 
of  Marshall  that  rent  is  the  income  derived  from  the 
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ownership  of  land,  tho  the  term  is  stretched  so  as  to 
include  the  income  derived  from  the  letting  of  houses, 
and  even  of  such  things  as  boats,  pianos  and  sewing- 
machines,  implies  that  there  may  be  objections  to  the 
wide  use  so  commonly  made  of  the  word.  ^AHiile  it 
is  true  that  the  word  landlord  has  a  double  meaning, 
— on  the  one  hand,"mine  host  of  the  inn,"  and  on  the 
other  hand,  a  person  from  whom  lands  or  tenements 
are  held — it  is  the  latter  sense  in  which  the  term  is 
generally  applied.  For  the  purposes  of  economics, 
however,  rent  means  the  pajTnent  made  for  the  use 
of  land. 

2.  Examples  of  rent. — The  most  striking  examples 
of  rent  are  to  be  found  in  the  large  cities.  The  Single 
Tax  advocates  have  used  this  fact  to  arouse  marked 
interest  in  the  fabulous  sums  that  go  annually  into 
private  pockets.  We  do  not  intend  to  consider  at  this 
point  the  social  effects  of  rent,  but  it  would  be  well 
to  note  here  the  influence  of  population  upon  the 
amortized  values  of  the  rents  demanded  in  the  centers 
of  population. 

On  May  1,  1911,  the  Chicago  Tribune  described  a 
long-time  lease  made  in  that  city  for  a  lot  less  than 
twenty  feet  wide  and  but  eighty  feet  in  length.  The 
annual  rental  for  the  first  five  years  was  $60,000,  and 
thereafter  $65,000.  If  this  rent  were  capitalized  at 
four  per  cent,  the  value  of  the  lot  would  be  $1,625,000, 
or  $1,015  per  square  foot.  In  London,  the  ancestors 
of  the  present  Duke  of  Bedford  acquired,  a  century 
or  two  ago,  large  holdings  on  what  was  then  the  edge 
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of  the  town.  These  have  been  disposed  of  at  high 
prices,  the  sales  being  hastened  by  the  proposal  of 
Lloyd  George  that  incomes  from  landed  estates 
should  be  taxed  heavily.  The  Astor  family  of  New 
York  is  famous  for  its  holdings  of  Manhattan  prop- 
erty. The  increase  in  values  since  the  days  of  John 
Jacob  Astor  are  enormous.  The  present  representa- 
tives of  tlie  family  estate  are  the  recipients  of  the 
accumulating  increments  due  to  the  presence  of  a 
vigorous  and  energetic  population  upon  a  small  but 
strategically  located  island. 

The  problem  of  rents  does  not  end  here.  A  writer, 
in  an  unpublished  portion  of  the  Report  of  the 
United  States  Commission  on  Industrial  Relations 
for  1915,  says: 

Forty  3'ears  ago  practically  all  of  the  Texas  farmers 
owned  their  farms.  Today  over  half  rent  the  land,  and  the 
trend  toward  concentration  appears  to  be  steady.  In  Okla- 
homa large  blocks  of  land  originally  owned  by  Indians  have 
been  wrested  from  them  by  white  men,  following  the  removal 
of  restrictions.  ...  In  the  last  forty-years  period,  in  the 
area  under  investigation  (Texas  and  Oklahoma)  the  rise  of 
an  absentee  landlord  class  has  been  rapid.  The  reasons, 
briefly  stated,  are:  (1)  the  one-crop  system;  (2)  excessive 
valuation  of  lands;  (3)  indirect  use  of  force  to  compel  sale 
of  small  holdings;  (4?)  seasonal  depression  of  crop  prices; 
(5)  the  town  trend  of  home-owning  farmers. 

From  this  state  of  affairs,  so  graphically  stated,  it 
is  a  far  cry  to  that  in  New  South  Wales,  where  the 
tenants  on  the  crown  lands  are  both  lease-holders  and 
freeholders.     Almost  every  form  of  tenure  is  to  be 


RENT  THE  PAYMENT  FOR  USE  OF  LAND     275 

found.  The  government  administration  in  1912 
favored  the  lease-hold  as  compared  with  the  freehold 
system,  for  two  main  reasons:  (1)  the  administration 
opposed  private  ownership  of  land,  on  the  ground  of 
high  pubhc  policy;  (2)  privately  owned  land  tends  to 
concentrate  into  large  holdings.  Under  the  new  act 
the  homestead  farm  may  be  held  by  lease,  in  perpetu- 
ity, at  a  rental  of  2.5  per  cent  of  the  capitalized  value 
of  the  farm.  The  value  originally  accepted  is  not 
changed  for  twenty-five  years,  but  after  that  period 
it  is  changed  every  twenty  years.  In  Ireland,  Den- 
mark and  other  lands  provisions  are  made  for  the 
commuting  of  rents  and  for  the  purchase  of  the  land 
by  tenants. 

3.  A  typical  royalty. — In  November,  1906,  the 
newspapers  commented  widely  upon  the  high  price 
paid  for  ore  under  what  was  known  as  the  Great 
Xorthern  Ore  lease.  According  to  the  agreement  in 
this  contract,  the  Oliver  Mining  Company  (the  min- 
ing branch  of  the  United  States  Steel  Corporation) 
agreed  to  pay  $1.67  per  ton  for  ore  delivered  at  the 
Lake  Superior  docks.  Of  this  amount,  80  cents  was 
for  transportation  and  85  cents  for  the  ore.  With 
each  year  the  royalty  paid  for  the  ore  was  to  be  in- 
creased 3.4  per  cent  per  ton  until  1917.  The  lease 
provided  for  a  minimum  output  of  750,000  tons  in 
1907,  to  which  there  were  to  be  added  750,000  tons 
annually  until  the  output  should  reach  8,250,000  tons, 
in  1917.  The  ore  on  the  property  was  estimated  at 
500,000,000  tons.     Before  the  lease  expired,  however. 
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the  leasing  corporation  found  the  burden  too  great 
and  gave  up  the  lease.  The  case  is  a  notable  one  and 
marks  the  high  tide  of  iron-ore  royalties.  This  ex- 
ample raises  the  question,  What  is  a  royalty? 

In  open-pit  mining,  with  every  turn  of  a  windlass 
or  scoop  of  a  great  steam-shovel  the  deposits  left  in  the 
earth  by  nature  are  steadily  lessened.  Every  day 
the  value^of  the  mine  declines,  and  in  the  end  there  is 
nothing  but  the  galleries,  shafts  and  surface  equip- 
ment for  the  owner  to  claim.  A  royalty  paid  by  the 
lessee  is  supposed  to  return  annually  to  the  owner, 
in  varying  sums,  the  value  of  the  materials  in  the 
ground.  In  addition,  the  accessibility  of  the  mine, 
the  geological  content  and  the  ease  with  which  the 
mining  can  be  done,  point  to  the  payment  of  a  real 
rent  for  these  advantages.  Hence,  a  royalty  covers 
both  the  value  of  the  mine,  on  what  might  be  termed 
an  annuity  basis,  and  a  rent  for  its  use.  How  im- 
portant this  consideration  is  in  the  United  States  is 
shown  by  the  place  that  this  country  has  come  to 
occupy  in  the  mining  industry.  In  the  output  of 
minerals  the  United  States  holds  first  place,  produc- 
ing more  than  a  third  of  the  coal,  more  than  half  of 
the  petroleum,  and  nearly  all  of  the  natural  gas,  in  the 
world;  it  is  also  first  in  the  production  of  the  great 
industrial  metals,  iron,  copper,  lead,  zinc  and  phos- 
phate rock,  and  is  well  toward  the  front  in  the  output 
of  gold,  silver,  mercury  and  minor  minerals. 

4.  Land  policies. — The  Torrens  system  was  first 
introduced  in  Australia;  it  has  spread  to  other  British 
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colonies,  notably  to  the  various  provinces  of  the  Do- 
minion of  Canada,  and  has  been  incorporated  into  the 
legislation  of  several  of  the  states  of  the  United 
States.  It  provides  for  the  registration  of  land  titles 
in  a  government  office.  When  the  registration  is 
accepted  the  title  is  thereby  insured  and  can  be  upheld 
against  all  claimants.  The  advantage  of  the  system 
lies  in  the  simplicity  of  registration  and  the  indefeas- 
ibility  of  the  title.  It  gives  to  wealth  represented  by 
land,  a  mobility  which  it  does  not  possess  under  the 
traditional  systems. 

Just  what  conditions  of  contract  are  exacted  by 
owners  of  land  depends  upon  the  social  environment. 
In  a  new  country,  the  owner  can  ask  but  a  nominal 
rent,  since  many  land-owners  desire  to  secure  the 
same  tenant.  JNIoreover,  the  tenant  is  able  to  make 
very  satisfactory  contracts  to  cultivate  the  soil  for 
others.  In  a  densely  populated  country,  the  land- 
owner is  in  the  position  of  a  quasi-monopolist,  able 
to  demand  a  much  larger  share  than  he  could  secure 
in  a  newer  country.  In  both  instances  the  renter  is 
free  to  make  his  contract.  His  position,  in  being  able 
to  change  occupation  if  need  be,  is  in  marked  contrast 
to  the  situation  of  a  renter  in  the  period  when  the 
cultivator  was  held  to  the  soil.  Such  a  system  of 
feudal  dues  had  the  advantage  of  holding  the  popula- 
tion to  the  soil,  and  establishing  an  assurance  that 
there  would  be  a  surplus  of  products  sufficient  to  meet 
the  needs  of  the  people. 

In  the  United  States  the  land  policy  of  the  govern- 
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ment  has  encouraged  the  widest  ownership  of  land, 
and  even  indirectly  stimulated  speculation  in  land 
values.  But  such  tendencies  are  a  hindering  factor 
in  the  movement  to  change  tenants  or  laborers  into 
home  owners.  The  census  of  1910  showed  that  37 
per  cent  of  the  farmers  in  the  United  States  were 
tenants,  tho  many  of  them  are  on  their  way  to  owner- 
ship. With  the  growth  of  population,  the  price  of 
land  is  sure  to  rise  and,  as  it  does,  newcomers  will  find 
it  difficult  to  purchase.  Under  such  circumstances, 
they  become  tenants  to  the  owners,  who  will  move  to 
town  and  live  on  their  rent.  In  this  way  a  condition 
similar  to  that  in  Europe  is  gradually  being  built  up, 
and  the  land  question  and  the  problem  of  rent  are  of 
great  importance. 

5.  Rent  in  practice. — In  practice,  rent  is  the  annual 
payment  made  for  the  use  of  a  property  which  may 
be  a  city  house,  a  village  cottage,  a  farm,  pasture  land 
or  a  mine.  In  each  instance,  the  payment  made  is 
called  rent.  One  view  of  rent  is  that  the  interest  on 
improvements  and  the  payment  for  the  use  of  ground 
constitute  rent.  This  theory,  however,  confuses  the 
idea  of  capital  return  with  the  large  and  important 
problem  of  economic  rent.  It  is  stated  that  the 
net  ground  rents  in  Boston  for  1914  amounted  to 
$40,000,000,  and  that  in  Greater  New  York  they 
aggregated  more  than  $200,000,000.  Even  then, 
the  vast  sums  named  do  not  include  the  interest  upon 
capital  invested  in  buildings  and  improvements. 

Ground  rent  is,  therefore,  to  be  distinguished  from 
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commercial  rent.  The  definition  for  this  last  term  is 
the  annual  site  value  of  land;  in  other  words,  com- 
mercial rent  is  what  land  is  worth  annually  for  use. 
It  is  interesting  to  inquire  just  what  the  use  of  land 
includes.  The  ordinary  lease  states  in  legal  terms, 
"the  enjoyment  of  those  rights  and  privileges  thereto 
pertaining."  Enumerated,  these  are:  the  right  and 
ease  of  access  to  water,  health  inspection,  sewerage, 
fire  protection,  police  protection,  schools,  libraries, 
museums,  parks,  playgrounds,  lighting,  railway,  tele- 
graph and  telephone  service,  churches,  public  schools, 
government  and  order,  and  many  other  collective  and 
social  advantages.  In  the  case  of  village  property, 
many  of  the  privileges  would  not  be  included,  and 
in  consequence  the  rent  would  be  lower.  The  same  is 
true  of  the  farm  whose  rent  value  is  measured  by  the 
crop  return,  tho  proximity  to  the  railroad  station  and 
the  village  constitutes  one  element  in  the  value  of  the 
place. 

6.  House  rent. — In  most  households  rent  forms  a 
very  important  item  in  domestic  expenditure.  In  a 
survey  of  Hamburg,  in  1874,  it  was  found  that  there 
were  nearly  15,000  different  households  enumerated, 
in  which,  of  those  who  had  incomes  of  more  than 
$1,500,  the  percentage  spent  for  rent  ranged  from 
3  to  10  per  cent  of  the  income ;  between  the  incomes  of 
$1,500  and  $500,  the  proportion  spent  for  rent  ranged 
from  17  to  21  per  cent;  and  in  the  case  of  incomes 
under  $500,  the  amount  spent  for  rent  was  from  one- 
fifth  to  one-third  of  the  family  income. 
/ 
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The  choice  of  a  dwelling  is  rather  closely  associated 
with  the  circumstances  of  a  calling.  The  greater  the 
refinement  of  a  family  the  more  emphasis  is  likely  to 
be  placed  upon  the  character  of  the  house,  but  it  is  to 
be  recalled  that  even  in  such  instances  the  means  and 
the  income  must  set  the  limits  of  the  demand.  Con- 
sequently a  large  house  yields  a  less  proportionate 
rent  than  a  small  one ;  this  fact  accounts  for  the  rapid 
growth  in  the  number  of  apartments  and  flats.  The 
rent  to  be  paid  will  be  determined  by  the  marginal 
utility  of  any  given  group  of  houses.  This  is  the 
point  where  the  demand  and  the  supply  meet.  If 
there  are  150  houses  vacant,  and  75  people  are  willing 
to  pay  $60  a  month,  and  50  people,  as  much  as  ^55, 
possibly  20  people  would  pay  $50,  and  5  would  pay 
$45 ;  then  the  rent  must  be  $45  if  all  the  houses  are  to 
be  rented. 

House  rent  and,  in  fact,  rent  for  buildings  of  any 
kind,  is  composed  of  two  parts ;  one,  the  payment  for 
the  ground,  and  the  other,  the  interest  on  the  capital 
invested  in  the  building.  In  Berlin  it  was  found  that 
the  ground  rent  is  about  40  per  cent  of  the  house  rent. 
The  ground  rent  in  towns,  unlike  the  rent  of  agricul- 
tural land,  owes  its  value  solely  to  location.  The 
builder  is  not  going  to  pay  anything  for  ground  un- 
less he  is  assured  that  he  can  get  a  good  return 
for  the  building.  This  attitude  is  the  cause  of  that 
land  speculation  which  tends  to  check  the  immediate 
supply  of  land,  tho  in  the  course  of  time  the  price  that 
is  asked  conforms  to  the  demand. 
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In  some  cases,  the  monopoly  situation  is  so  marked 
that  those  who  wish  to  do  a  particular  type  of  business 
must  locate  in  the  most  advantageous  district  and  pay 
the  rent,  whatever  it  may  be.  Wall  Street  in  New 
York  City  is  an  example  of  this  kind.  Parts  of  Lon- 
don are  congested  with  certain  kinds  of  business  and 
constitute  centers  around  which  these  lines  of  busi- 
ness crowd.  In  fact,  every  large  cit}"  furnishes  many 
examples  of  land  monopoly  and  high  rents. 

7.  Limitations  upon  rent. — There  are,  however, 
limits  to  the  rents  that  can  be  exacted.  As  the  city 
grows  in  population  the  tendency  is  toward  the  erec- 
tion of  more  expensive  buildings.  The  need  of 
heavier  and  more  substantial  foundations  becomes 
greater  with  the  number  of  stories.  The  elevator 
service  must  be  frequent  to  meet  the  needs  of  tenants 
high  above  the  street  level.  Thus,  the  law  of  dimin- 
ishing returns  applies  in  regard  to  the  cost  of  erecting 
and  operating  a  building  of  this  kind.  In  actual 
practice  the  agents  for  high  office  buildings  find  that 
the  first  two  stories  rent  at  high  prices.  The  next 
ten  or  twelve  stories,  being  shadowed  by  adjacent 
buildings,  will  bring  a  lower  price  than  the  stories 
above  the  surrounding  roofs. 

The  extent  to  which  land  values  may  go  is  weU  il- 
lustrated in  any  large  city,  and  the  skyscraper  is  an 
eloquent  reminder  of  the  monopoly  values  of  land 
in  congested  communities.  In  some  cities,  building 
ordinances  limit  the  height  of  structures,  tho  they 
probably  result  in  a  higher  rent  for  the  quarters  that 
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are  available ;  moreover  they  force  an  extension  of  the 
business  districts,  to  meet  the  needs  of  the  mercantile 
fraternity  that  are  looking  for  quarters.  House  rent, 
store  and  warehouse  rent,  and  office  rent  depend  upon 
the  supply  of  capital  and  land  that  is  available. 

In  new  communities,  such  as  mining  towns,  rents 
of  buildings  may  reach  fabulous  prices,  not  because 
land  is  not  available,  but  because  capital  for  building- 
purposes  is  scarce.  When  as  a  consequence  the  in- 
terest rates  rise,  and  more  certainly  as  permanency 
in  the  town  is  attained,  capital  will  make  its  appear- 
ance. The  connection  of  the  supply  of  capital  with 
the  rent  of  buildings  is  apparent,  since  a  higher  re- 
turn must  be  paid  to  induce  capital  to  enter  an  en- 
terprise when  the  supply  of  capital  is  not  equal  to 
the  demand.  On  the  other  hand,  the  scarcity  of  land 
sites  forces  high  prices  of  land  and  necessitates,  when 
a  low  rate  of  interest  is  the  rule,  a  higher  capitalized 
value  of  the  land. 

8.  Rent  of  agricultural  lands. — Factors  other  than 
those  found  in  the  return  for  urban  sites,  enter  the 
problem  of  the  rent  of  agricultural  lands.  Loca- 
tion alone  fixes  the  rent  in  the  case  of  urban  sites, 
while  the  productivity  of  the  land,  and  its  location, 
the  intensity  of  the  cultivation,  and  the  efficiency  of  the 
farmer  contribute  to  the  determination  of  the  rent  of 
farming  lands.  To  put  it  in  somewhat  different 
terms,  the  supply  of  any  particular  kind  of  land  is 
practically  fixed.  The  matter  of  labor  supply  is  very 
different,  since  labor  can  be  moved  from  point  to 
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point,  while  land  is  stationary.  On  account  of  this 
stubborn  fact  of  nature,  certain  tracts  of  land  come 
to  have  a  higher  value  than  others.  The  principles  of 
both  supply  and  demand  apply  to  its  value,  as  they  do 
to  the  value  of  labor  or  of  commodities.  The  increase 
in  population  in  a  district  where  such  exceptional  lands 
are  located,  forces  their  value  and  their  renting  return 
higher  and  higher. 

We  know  that  there  is  a  tendency  for  wages,  at  least 
in  limited  areas,  to  reach  a  uniform  standard. 
Thus  farm  laborers  will  get  practically  the  same  pay 
over  a  considerable  territory'.  In  the  Northwest,  the 
amount  is  $35  per  month  and  board  and  lodging. 
Every  farmer  knows  that  two  pieces  of  land  of  equal 
fertility,  but  located  at  different  distances  from  a 
town,  will  not  bring  their  owners  the  same  rent — 
one  will  receive  more  than  the  other  because  of  the 
advantage  in  regard  to  transportation  costs. 

But  land  seldom  possesses  the  same  fertility  all  the 
time,  nor  is  it  always  cultivated  to  the  same  degree. 
xV  farmer  who  possesses  scientific  skill,  compared  with 
a  shiftless  farmer,  can  make  the  same  land  yield  more 
product  with  no  greater  expenditure ;  therefore,  when 
it  comes  to  purchasing,  he  can  naturally  afford  to  bid 
higher  than  his  shiftless  neighbor.  Some  lands  do  not 
respond  to  careful  cultivation,  and  these  remain  in  the 
hands  of  the  less  expert  farmers. 

It  is  the  utilization  of  inferior  lands  that  causes  rent. 
This  inferiority  may  arise  from  factors  of  location  or 
fertility.     In  the  early  days  of  new  countries  the  first 
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settlers  were  not  called  upon  to  pay  rent,  for  the  best 
and  most  available  lands  were  open  to  their  occu- 
pancy. As  soon  as  the  best  lands  were  no  longer 
able  to  meet  the  demand  for  products,  and  less  satis- 
factory lands  were  brought  into  use,  the  first  owners 
were  able  to  demand  a  rent  for  the  use  of  their  lands. 
The  high  rents  now  paid  for  Illinois  and  Iowa  farms 
are  illustrative  of  this  statement.  Annual  rent  of 
from  $6  to  $8  per  acre  is  paid  in  cash  for  these  farms. 
They  are  near  the  markets,  their  soil  is  fertile,  and 
the  buildings  are  satisfactory.  So  much  for  the 
farms,  but  another  element  appears  in  the  form  of 
population. 

The  United  States  now  has  a  population  of  over 
100,000,000.  The  amount  of  food  products  needed 
by  such  a  vast  army  of  people  is  enormous.  The 
farms  of  Iowa  and  Illinois  were  not  able  to  supply 
the  demand,  so  the  new  lands  of  Minnesota  and  the 
Dakotas  were  utilized;  later  still,  Canada  was  called 
upon  to  furnish  part  of  the  supply  from  the  crops 
of  her  virgin  soil.  Nature  has  decreed  that  there 
shall  be  a  limit  to  the  amount  that  any  soil  can  pro- 
duce. In  time  the  principle  of  diminishing  returns 
will  come  into  play,  and  increased  labor  on  a  given 
area  will  yield  in  proportion  a  smaller  return.  The 
skill  and  intelligence  of  man  can  indeed,  by  one  im- 
provement after  another,  in  production,  neutralize  this 
action  of  the  law  of  diminishing  returns,  but  not  indefi- 
nitely.    So  new  lands  must  be  brought  into  use,  and 
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the  owners  of  fertile  and  well-located  lands  are  able  to 
say  to  the  prospective  renter:  "You  must  pay  a  re- 
turn for  these  lands  that  is  equal  to  what  you  could 
earn  on  them,  over  and  above  the  returns  from  no-rent 
lands,  where  capital  and  labor  alone  receive  a  pay- 
ment in  the  form  of  interest  and  wages." 

In  any  statement  about  economic  problems  some 
allowance  for  variations  must  be  made  because  of  the 
many  factors  involved.  Land  is  put  to  many  uses; 
some  of  it  serves  for  truck  gardens,  and  the  poorest 
land  can  be  devoted  to  pasturage;  poor  wheat  land 
might  also  be  used  as  grazing  land  and,  while  fail- 
ing to  yield  rent  as  wheat-producer,  might  yet  make 
a  return  over  that  of  the  marginal  grazing  lands. 
Finally,  there  is  the  land  that  has  an  economic  use  of 
so  little  importance  that  it  makes  no  return  over  the 
cost  of  cultivation.  This  is  the  marginal  land  from 
which  rent  is  measured.  It  is  the  land  that  just  pays 
the  cost  of  usage;  there  is  no  increment,  and  conse- 
quently no  rent.  But  in  view  of  the  fact  that  the 
returns  from  such  lands  are  necessary  to  the  market 
supply,  the  cost  of  making  them  yield  a  production 
must  be  met. 

9.  Capitalization  of  rent, — It  is  the  custom  in 
England  to  speak  of  the  "annual"  value  of  land,  since 
land  is  more  often  rented  than  bought.  The  pur- 
chaser of  land  estimates  its  value  at  twenty  times  the 
annual  rent  in  one  case,  or  twenty-five  times  that  rent 
in  another,  according  to  the  rate  of  capitahzation. 
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He  is  interested  in  the  land  because  it  returns  a  rent 
and  consequently  gives  the  owner  an  income.  The 
capitalization  of  the  income  may  be  higher  than  the  in- 
come really  justifies,  but  this  is  due  to  the  permanency 
of  the  land,  the  possibility  of  monopoly  arising  from 
its  ownership,  and  certain  elements  of  social  prestige 
that  carry  considerable  weight  in  older  communities. 

Necessarily,  too,  the  rent  paid  and  its  capitaliza- 
tion must  express  some  of  the  disadvantages  to  which 
the  land-owner  must  yield.  Under  normal  condi- 
tions, the  market  price  of  any  piece  of  ground  will  ap- 
proximately equal  the  capitalization  of  its  net  in- 
come. Those  who  become  land-owners  must  accept 
the  burdens  of  abstinence,  waiting  and  risk-taking; 
and  on  account  of  these  disadvantages  they  capitalize 
the  rent  on  the  basis  of  a  net  return;  the  price  of  the 
land  is  practically  fixed  in  this  way.  A  charge  of 
taxes  on  land,  reduced  to  a  rate  of  interest  per  year, 
decreases  the  capitalized  value  of  the  land  just  so  much 
as  the  return  from  the  land  is  lowered  as  a  conse- 
quence. That  is,  the  land-owner  must  receive  the 
current  rate  of  interest  when  he  buys;  therefore,  the 
heavier  the  tax  the  lower  the  valuation  of  the  land, 
if  its  return  does  not  compensate  the  prospective  pur- 
chaser for  the  taxes  paid  to  the  government. 

It  is  a  current  opinion  that  the  owner  of  buildings 
and  land  must  receive  10  per  cent  of  its  value  in 
rent  in  order  to  secure  a  net  income  of  6  per  cent. 
By  this  is  meant  that  the  cost  of  maintenance  and  in- 
surance eat  up  the  4  per  cent,  and  the  remaining 
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six  is  the  return  on  the  building  cost  and  the  price  of 
the  land.  When  the  land  is  sold  the  seller  capitalizes 
it  on  the  basis  of  what  he  thinks  it  ought  to  yield  an- 
nually. On  the  other  hand,  the  familiar  rise  in  the 
value  of  land  is  due  to  the  increased  demand  for  the 
land  and  the  ever-increasing  expression  of  that  de- 
mand in  terms  of  rent.  The  state  has  become  much 
interested  in  this  phenomenon;  more  and  more  refer- 
ences are  constantly  made  to  the  wisdom  of  taxing  the 
increasing  values  for  its  benefit.  Certainly  the  capi- 
talizing of  such  values  means  taking  advantage  of  the 
results  that  come  from  a  growing  community. 

10.  Rent  and  price. — In  the  spring  of  every  year 
the  o'v\Tiers  of  farms  are  looking  for  tenants,  and  pros- 
pective tenants  are  looking  for  farms  to  rent.  A  fre- 
quent arrangement  in  the  Xorthwest  is  to  divide  the 
crop  on  the  basis  of  one-half  for  each  participant,  the 
owner  paying  for  the  seed,  furnishing  the  twine  and 
paying  one-half  the  threshing  bill.  On  this  basis,  a 
farm  of  320  acres  might  yield  a  rent  of  $2,000  if  the 
prices  were  high  and  the  crop  good.  It  is  to  be  noted, 
however,  that  when  rent  is  paid  in  cash  it  varies  with 
the  market  prices,  and  that  as  the  prices  go  down  the 
rent  decreases.  Where  the  tenant  pays  the  rent  in 
cash  he  is  well  off  or  badly  off,  according  to  the  varia- 
tions in  the  market  prices  for  the  products  he  pro- 
duces. 

In  the  cities  there  are  great  differences  in  rents. 
The  stores  on  the  main  thorofares  pay  enormous  rents, 
as  compared  with  the  smaller  shops  on  the  side  streets. 
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The  passer-by  occasionally  sees  a  sign  in  some  of  these 
small  shops  that  reads  in  this  way:  "Our  prices  are 
less  than  those  on  the  big  streets.  We  pay  less  rent." 
This  is  seemingly  a  convincing  argument  that  rent 
makes  prices.  The  retailer  utilizes  his  shop  windows 
for  the  display  of  his  goods;  location  and  advertising 
advantages  are  coordinated  as  a  consequence.  His 
business^  thrives  just  so  far  as  he  has  been  able  to 
secure  a  location  where  the  greatest  possible  number 
of  customers  pass.  And  if  the  demand  for  the  goods 
in  the  store  grows  materially,  the  landlord  will  be  sure 
to  ask  for  additional  rent  when  the  lease  is  renewed. 
Such  ordinary  facts  of  everyday  commercial  life 
raise  the  question  of  the  connection  between  rent  and 
price.  In  the  analysis  of  the  expenses  of  production, 
the  materials,  wages  and  interest  are  included.  In 
other  words,  the  employers'  outlays  are  the  expenses 
of  production.  Is  rent  one  of  these  expenses,  and 
does  it  constitute  one  of  the  elements  of  price?  It 
should  be  kept  in  mind  that  the  word  rent,  as  it  is  used 
in  this  part  of  the  discussion,  is  what  may  ordinarily  be 
termed  ground  rent.  Ricardo,  whose  early  discus- 
sions of  rent  have  been  regarded  as  fundamental,  de- 
clared : 

Corn  is  not  high  because  a  rent  is  paid,  but  a  rent  is  paid 
because  corn  is  high;  and  it  has  been  justly  observed  that  no 
reduction  would  take  place  in  the  price  of  corn  tho  all  the 
landlords  should  forego  the  whole  of  their  rent. 

Returning  to  the  discussion  of  price,  we  find  that 
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the  price  of  ordinary  articles,  those  not  controlled  by 
monopoly  organizations,  depends  upon  two  causes. 
These  are  a  change  in  the  schedule  of  prices,  and 
changes  in  the  quantities  offered  for  sale..  If  this 
statement  be  true,  then  the  effects  of  any  given  set 
of  causes  upon  price  would  include  rent,  if  rent  in  any 
measure  modifies  price.  Let  us  suppose  that  the 
landlords  agree  to  forego  their  rents.  In  that  case, 
there  is  nothing  to  lead  us  to  the  conclusion  that  there 
will  be  any  change  in  the  sales.  The  demand  will  be 
the  same  as  before,  tho  possibly  it  may  be  modified  in 
its  actual  form. 

Turning  to  the  other  side  of  the  problem,  the  quan- 
tity or  supply  side,  will  there  be  more  offered  as  a 
consequence  of  the  remittal  of  rents?  Some  of  the 
farmers  will  have  larger  incomes,  but  the  supply  is 
furnished  by  many  different  producers,  from  the  most 
satisfactorily  located  farmer,  to  the  one  least  favor- 
ably located,  who  just  manages  to  get  a  return  to  cover 
the  expenses  of  production,  and  who  consequently 
pays  no  rent.  If  prices  did  fall  on  account  of  there 
being  no  rental  pajTnents,  the  inferior  lands  would  no 
longer  be  cultivated.  In  other  words,  the  supply  that 
came  from  the  marginal  lands  would  not  be  forthcom- 
ing, and  a  new  margin  would  be  established  at  the 
point  where  the  expenses  of  production  were  met  by 
the  price. 

It  appears,  then,  that  ami;hing  which  affects  wages 
and  interest  at  once  works  toward  the  modification  of 
the  supply  that  is  to  be  had  at  the  prevailing  prices. 

11-20 
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If  rent  enters  into  price  and  is  a  cause  of  it,  then 
its  increase  or  decrease  should  modify  the  prices  that 
are  asked  when  the  product  is  presented  for  sale.  It 
is  a  matter  of  common  observation  that  the  garden- 
truck  men,  coming  as  they  do  from  every  part  of  a 
district  to  the  central  market,  sell  their  products  at 
practically  a  common  price. 

The  man  who  pays  high  rent  gets  no  more  for  what 
he  raises  than  the  man  who  squats  on  a  city  lot  and 
brings  his  product  to  the  market  in  a  big  basket  on 
his  arm.  If  rent  enters  as  a  factor,  the  changes  in  it 
ought  to  modify  the  supply  of  produce  offered  at 
given  times.  If  it  is  a  fact  that  the  marginal  pro- 
ducers are  not  rent-payers,  that  they  pay  for  labor 
and  capital,  and  not  for  natural  agents,  then  it  would 
appear  that  if  rent  does  not  enter  into  their  costs  it 
does  not  enter  into  price.  These  marginal  producers 
come  into  the  market  or  go  out  of  it,  according  to  the 
price  that  is  offered.  If  the  market  wants  the  part  of 
the  product  turned  out  by  the  marginal  producers,  it 
must  pay  their  necessary  costs. 

The  tenant  who  pays  a  cash  rent  for  the  use  of  land 
naturally  thinks  of  it  as  one  of  his  costs.  He  must 
make  enough  to  cover  his  rent,  but  the  prices  of  his 
products  are  not  caused  by  the  rent. 

A  remission  of  English  rents  would  not  change  the  price 
of  wheat  materially,  because  it  would  not  increase  either  the 
amount  of  land  cultivated  or  the  amount  raised  per  acre. 
Rent  is  a  result  of  variations  in  demand  rather  than  a  cause 
of  changes  in  supply.^ 

1  Hadley,  "Economics,"  p.  470, 
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REVIEW 

What  is  the  distinction  between  the  popular  use  of  the  word 
rent  and  its  use  in  economics? 

How  does  a  mine  royalty  differ  from  rent? 

WTiat  factors  enter  into  the  rent  of  buildings? 

What  fixes  the  rent  of  agricultural  land  ? 

How  is  rent  related  to  the  value  of  the  land? 

How  is  rent  related  to  the  price  of  agricultural  products? 


CHAPTER  XVII 

PROFITS  THE  REWARD  OF  MANAGEMENT 

1.  Function  of  the  profit-earner. — No  fact  is  more 
patent  than  that  a  risk  is  involved  in  getting  a  return 
from  an  industrial  enterprise.  The  laborer  is  will- 
ing, and  under  modern  conditions  is  compelled,  to 
accept  less  than  the  full  value  of  the  product  he  pro- 
duces, because  there  is  a  risk  involved  in  getting  it. 
The  business  man  assumes  the  risk  in  bringing  the 
different  factors  of  procjuction  together.  He  guides 
the  enterprise  and  guesses  more  or  less  intelligently 
at  the  outcome. 

To  the  business  man,  then,  come  the  proceeds,  in 
due  time,  and  he  advances  or  pays  out  of  them  the 
shares  due  to  those  who  lend  capital,  who  furnish 
labor,  or  who  allow  him  to  use  their  land.  If  any- 
thing is  left  he  takes  it,  and  becomes  what  may  be 
called  the  residual  claimant.  As  such,  he  must  as- 
sume the  losses  that  may  arise  from  change  in  prices, 
from  the  lowering  of  costs  (owing  to  the  purchase  or 
acquirement  of  new  inventions  and  processes  by  his 
competitors)  from  strikes  and  from  any  other  exigen- 
cies. On  the  other  hand,  prices  may  rise  and,  as  a 
consequence,  he  may  have  a  brief  period  of  large  re- 
turns that  make  the  enterprise  highly  profitable. 

2.  The  eliminating  process. — The  employment  of 
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capital,  using  the  term  in  its  truest  sense,  involves  an 
employer  and  an  employe.  There  is  no  doubt  that 
labor  uses  capital  and,  in  view  of  the  materials  and 
tools  required  by  men  when  they  work,  such  use  of 
capital  may  well  be  termed  physical.  And  the  em- 
ployment of  labor  by  capital  is  a  legal  fact.  Capital 
consists  necessarily  of  means  of  production;  hence 
labor's  contact  is  physical,  as  already  suggested. 

But  the  relationship  between  capital  and  labor  con- 
sists of  a  contract  based  upon  the  supposition  that  the 
laborer  is  free  either  to  accept  or  to  reject  it.  The 
socialist  declares  that  this  relationship  is  one  of  wage 
slaver}',  since  the  man  who  works  with  his  hands  must 
work  for  a  capitalist.  But  he  is  not  required  to  work 
always  for  the  same  capitalist.  There  is  competition 
for  labor  between  capitahsts,  and,  for  that  matter,  be- 
tween laborers  for  the  same  capitahsts.  But  when  the 
capitalist  buys  the  labor  power  of  an  individual,  he 
assumes  the  risk  of  its  being  represented  in  a  product 
that  will  bring  him  a  profit.  If  there  were  not  such  a 
return  there  could  be  no  great  motive  for  saving 
money. 

In  the  long  run,  the  entrepreneur  must  show  more 
ability  in  business  matters  than  his  competitors,  or  be 
reduced  to  a  standing  less  pretentious  than  his  rivals, 
^loreover,  under  the  competitive  system,  if  the  enter- 
prise fails  to  produce  results,  the  loss  does  not  fall 
upon  the  community',  nor  even  upon  the  laborers  who 
work  on  the  enterprise,  but  upon  the  persons  who 
originated  and  financed  it. 
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Thus  the  process  of  ehmination  goes  steadily  on, 
weeding  out  the  employers  who  are  not  equal  to  the 
task  imposed  upon  them. 

About  ten  years  ago,  so  the  story  goes,  a  corpora- 
tion was  formed  in  Arkansas  to  take  over  some  coal 
mines.  The  incorporators  were  sufficiently  familiar 
with  the  investment  methods  to  know  that  they 
would  hsLve  to  rely  upon  their  friends  to  finance  a  local 
concern.  The  proportion  of  the  money  that  they 
raised  which  found  its  way  to  the  owners  of  leases 
was  so  large  that  they  had  no  adequate  working 
capital  after  the  equipment  was  bought.  The  cold 
water  of  financial  embarrassment  soon  poured  over 
their  enterprise  and  made  their  situation  extremely 
difficult.  A  local  banker  came  to  their  rescue  and  lent 
them  small  amounts  at  10  per  cent.  The  notes,  con- 
stantly maturing,  and  the  heavy  burden  of  interest 
forced  the  incorporators  into  foolish  mining  methods, 
and  finally  into  foreclosure. 

The  banker  appeared  in  the  final  scene  as  the  owner 
of  leases  and  equipment.  The  lack  of  working  capi- 
tal wrecked  the  enterprise  before  the  incorporators 
were  able  to  resolve  the  business  into  a  financial  prop- 
osition that  would  interest  the  investor.  So  numerous 
are  stories  of  failure  and  the  elimination  of  the  un- 
successful business  man  that  the  statement  is  made 
that  90  per  cent  of  business  enterprises  fail  to  make 
good.  In  the  face  of  such  facts  the  enterpriser  is  con- 
fronted with  many  difficulties  which  make  the  win- 
ning of  profits  a  difficult  and  uncertain  task. 
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3.  What  are  profits? — Putting  it  roughly,  profits 
are  the  surplus  over  the  expenses  of  production. 
Pleasured  by  time,  they  are  the  income  secured  by  the 
enterpriser  in  one  year;  measured  by  the  commodity, 
they  are  the  returns  over  the  expense  of  production 
that  arise  from  the  sale  of  a  single  commodity.  Even 
tho  the  professional  economists  have  a  good  deal  of 
difficulty  in  defining  profits,  most  readers  probably 
feel  that  here  is  a  simple  matter  too  philosophically 
treated. 

The  early  Russian  trader  put  his  stock  of  money  in 
his  boot  and  his  pack  on  his  back  when  he  started  out 
in  the  morning.  In  the  evening  he  emptied  the  boot 
and  the  sack  on  the  floor  and  counted  the  contents  of 
each;  for  one  contained  his  expense  money,  and  the 
other  the  returns  from  the  sales  of  the  day.  Accord- 
ing to  his  bookkeeping,  profits  were  the  difference  be- 
tween those  two  piles  on  the  floor.  It  is,  however, 
important  to  note  the  comments  of  the  economists. 

]Marshall  regards  profits  as  analogous  to  wages, 
since  they  are  composed  of  the  interest  on  the  capital 
of  the  enterpriser  and  the  remuneration  of  his  own 
labors.     He  writes: 

Whatever  remains  of  his  profits  after  deducting  interest 
on  his  capital  at  current  rates,  may  be  called  his  earnings  of 
undertaking  or  management. 

Walker  calls  profits  a  payment  earned  by  the  pos- 
sessors of  exceptional  business  ability  in  proportion 
as  their  abihty  is  greater  than  that  of  the  least  efficient 
producers.     In  his  own  words: 
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Profits  arise  out  of  the  differences  in  productive  efficiency 
among  the  employers  actually  engaged  in  the  business  for 
the  supply  of  any  market. 

The  calls  upon  the  enterpriser  are  numerous  indeed. 
The  items  of  fire  insurance,  liability,  insurance  of 
workmen,  taxes,  wages,  supplies,  repairs,  bad  debts 
and  depreciation,  to  say  nothing  of  materials,  must 
be  allowed  and  paid  before  the  enterpriser  can  claim 
any  profits.  He  must  replace  capital  itself;  he  must 
have  wages  for  his  managerial  skill ;  and,  after  all,  he 
may  find  a  return  unaccounted  for  except  as  the  result 
of  superior  ability.  Hence,  it  is  imperative  to  make 
the  distinction  between  the  returns  that  may  be  called 
gross  profits  and  those  that  are  final  or  net  profits. 

4.  Gross  and  net  profits. — The  term,  gross  profits, 
is  used  to  denote  the  total  returns  to  capital.  These 
may  be  enumerated  as  follows:  (1)  replacement  for 
wear  and  tear  of  plant;  (2)  insurance  against  risk 
of  possible  casualties,  such  as  fire,  flood  and  loss  of 
business;  (3)  the  interest  on  capital ;  (4)  wages  of  su- 
perintendence, and  finally,  (5)  net  profits,  or  the 
reward  of  exceptional  ability  or  unusual  opportuni- 
ties in  production. 

In  the  discussion  of  interest,  the  requirement  of  re- 
placement costs  was  considered  at  some  length.  It 
was  shown  that  the  custom  of  setting  aside  a  sum  suffi- 
cient to  meet  the  exigencies  of  business  enterprise  is 
but  the  natural  result  of  experience  and  prudence. 
The  remaining  items  are  usually  included  in  the  cus- 
tomary profits  that  the  enterpriser  feels  he  must  have 
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in  order  to  continue  business.  Since  replacements 
and  insurance  charges  cannot  be  included  under  the 
items  of  wages  or  materials,  they  may  be  regarded  as 
a  part  of  gross  profits.  Another  term,  necessary 
profits,  has  been  used  to  express  the  requirements  of 
the  profits  essential  to  hold  men  in  business.  Like  the 
cases  of  the  laborer  and  the  capitalist,  the  case  of  the 
marginal  producer  can  be  utilized  to  illustrate  a  vital 
point  in  this  discussion. 

Conceive  of  the  market  at  any  given  time  as  re- 
quiring an  amount  of  materials  sufficient  to  meet 
the  demand,  one  will  see  that  there  must  be  the  re- 
quired number  of  enterprisers  to  furnish  the  supply 
and  carry  on  the  business  of  production.  To  the  man 
at  the  margin,  who  comes  in  or  goes  out  with  the 
market  variations,  necessary  profits  are  the  return 
upon  capital  and  the  wages  of  management.  Since 
he  could  secure  the  interest  upon  his  capital  if  he  lent 
it  to  someone  else,  and  since  he  could  obtain  wages 
of  superintendence  elsewhere,  he  must,  on  the  aver- 
age, have  a  return  equal  to  these  items,  or  drop  out. 
Such  profits,  however,  are  not  differential;  that  is, 
there  is  no  return  that  cannot  be  accounted  for  as  an 
interest  payment,  or  as  wages  of  management.  The 
industrial  world  is  familiar  with  profits  that  vary 
amazingly  with  the  cleverness  or  the  reliability  of  the 
individual;  these  are  net  profits. 

The  struggle  of  concerns  to  hold  their  place  on  the 
margin  of  production  is  one  of  the  tragic  features  of 
business.     Changing   methods,    freight   differentials. 
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better  machinery,  more  efficient  sales  methods,  all 
these  considerations  and  many  more  bring  the  prob- 
lem of  holding  trade  to  the  door  of  many  a  business 
man  every  day  of  the  year. 

5.  Competitive  profits. — A  distinction  is  drawn  by 
the  writers  upon  the  subject  of  profits,  between  com- 
petitive and  monopoly  profits.  The  fii*st  type  of 
profits  is  the  kind  secured  by  the  enterpriser  in  a 
competitive  business.  Under  such  conditions,  prices 
are  determined  by  the  general  principles  of  demand 
and  supply,  and  the  enterpriser  is  unable  to  control 
a  large  enough  part  of  the  supply  to  enable  him  to 
regulate  the  price. 

In  the  case  of  monopoly  profits,  the  power  to  de- 
termine the  supply  and  fix  the  price  is  inherent  in  the 
monopoly.  Competitive  business  is  always  in  a  state 
of  movement.  New  schemes  are  being  tried,  new  ma- 
chines introduced,  and  new  combinations  of  materials 
and  men  worked  out,  in  the  hope  that  better  results 
may  be  obtained  and  that  larger  profits  may  thus  be 
secured.  In  consequence,  there  are  many  fluctuations 
in  price,  and  many  modifications  take  place  in  the 
earnings  of  the  enterpriser.  A  business  concern  may 
decide  that  materials  for  their  product  can  be  bought 
for  a  certain  amount.  Because  of  changes,  however, 
they  are  perhaps  able  to  buy  at  a  lower  figure,  and 
since  their  contract  specified  a  price  based  upon  their 
original  estimates,  the  profit  secured  is  larger  than 
they  anticipated.  Just  the  opposite  of  this  situation 
may  occur,  and  the  concern,  in  consequence,  may  lose 
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the  whole  of  the  profit  that  it  had  fully  expected  to 
receive. 

Variations  in  profits  due  to  price  fluctuations  lead 
to  the  formation  of  arguments  in  favor  of  the  elimi- 
nation of  profit  losses.  While  seemingly  such  varia- 
tion in  demand  may  spell  difficulty  for  the  business 
man,  yet  the  competitive  system  has  an  elasticity  that 
permits  the  consumer  to  shift  his  demand  as  he  meas- 
ures his  owTi  economic  necessities.  In  response  to 
the  changing  demand  of  consumers  there  is  a  con- 
stant shifting  of  the  productive  agencies.  Certainly 
profits  give  an  incentive  to  enterprise  which  is  of 
enormous  importance.  It  has  never  been  clearly 
shown  that,  tho  it  has  many  shortcomings,  the  com- 
petitive regime  does  not  respond  satisfactorily  to  the 
demands  of  the  consumer. 

6.  Other  economic  causes  of  profits. — To  follow 
the  theme  briefly  discussed  at  the  close  of  the  preced- 
ing paragraph  would  carry  the  reader  into  questions 
of  government  ownership,  socialism  and  monopolies. 
While  we  have  no  intention  of  avoiding  the  respon- 
sibilities of  such  a  discussion,  it  does  seem  desirable, 
before  taking  up  the  wider  topic  of  monopoly  profits, 
to  deal  with  phases  of  profits  other  than  those  which 
can  be  accounted  for  by  the  personal  ability  of  the 
enterpriser  and  by  variances  in  the  costs  of  produc- 
tion. 

There  are  profits  which  arise  quite  unexpectedly. 
These  are  purely  fortuitous  in  character  and  are  not 
to  be  confused  with  the  profits  that  result  from  the 
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intelligence  and  foresight  of  the  business  man.  The 
unexpected  discovery  of  oil  on  a  farm  involves  a  for- 
tune and  a  profit  that  are  in  no  wise  attributable  to 
the  owner's  ability.  Certain  individuals  sometimes 
profit  by  changes  in  fashion,  while  others  lose  because 
the  demand  for  their  goods  ceases.  Variations  in  the 
values  of  corporation  shares,  as  in  the  case  of  North- 
ern Paciffc  shares  on  May  1,  1901,  bring  large  re- 
turns to  the  holders  who  sell  on  the  crisis  day.  The 
high  price  in  the  instance  cited  was  the  result  of  the 
efforts  of  two  rival  interests,  J.  J.  Hill  and  his  asso- 
ciates on  one  side,  and  the  Union  Pacific  and  Harri- 
man  interests  on  the  other,  to  control  the  Northern 
Pacific.  The  Hill  interests  wanted  the  road  so  as  to 
include  it  in  their  Northern  Securities  Company  with 
the  Burlington  and  the  Great  Northern.  Such  gains, 
while  important  to  the  individuals  who  make  them,  are 
really  not  a  considerable  element  in  the  returns  of  the 
entrepreneur  class.  Skilful  bargaining  materially 
adds  to  the  business  man's  profits  by  decreasing  his 
costs.  Theoretically,  the  laborer  and  the  capitalist 
get  the  returns  that  arise  from  their  contribution  to 
the  product,  but  in  fact  they  only  approximate  such 
returns. 

The  enterpriser  who  has  real  skill  as  a  bargainer 
may  be  able  to  obtain  his  capital  at  a  lower  rate  than 
that  which  he  should  pay.  A  certain  grocer  had  oc- 
casion to  borrow  additional  capital.  The  bank  rate 
was  7  per  cent.  Around  the  corner  was  the  proverbial 
widow  who  had  been  left  a  considerable  sum  of  money 
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b}^  her  husband.  Seeking  investments  for  her  funds, 
she  found  that  the  rate  on  bonds  and  high-gi-ade 
commercial  paper  was  lower  than  she  cared  to  ac- 
cept ;  yet  short-term  paper  ruled  at  7  per  cent.  The 
grocer  was  finally  able  to  prevail  upon  her  to  loan  to 
him  upon  fairly  satisfactory  security  at  6  per  cent. 
This  story  is  typical  of  many  that  illustrate  the  gain 
to  be  made  from  careful  bargaining. 

While  the  labor  situation  is  more  difficult,  many  a 
business  concern  is,  nevertheless,  able  to  buy  labor 
below  the  prevailing  rate;  and  the  same  remark  may 
be  made  in  regard  to  materials.  A  careful  obsers'a- 
tion  of  markets  reveals  considerable  variations  in 
prices,  tho  in  remote  corners  the  price  does  not  change 
promptly  in  response  to  shifting  conditions.  The  en- 
terpriser who  is  wide  awake  finds  that  he  is  able  to 
buy  below  his  competitor.  Such  are  the  profits  from 
bargaining. 

There  is  another  type  of  profits  that  is  more  nearly 
related  to  gambhng.  It  is  possible  that  gambling  is 
not  the  word  to  use  in  describing  these  profits,  since 
they  more  closely  resemble  highway  robbery  than  they 
do  making  money  thru  good  luck.  We  refer  to  the 
returns  that  come  from  the  adulteration  of  goods; 
from  the  substitution  of  low-grade  materials  for  the 
best,  which  are  promised  in  the  statements  about  the 
product;  and  from  spurious  advertising,  which  lures 
the  buyer  to  a  sense  of  security  in  the  goods  he  buys, 
tho  they  are  really  unworthy  of  his  confidence.  The 
sale  of  insurance  that  does  not  insure,  and  the  hawk- 
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ing  of  safety  devices  that  do  not  act  in  an  emergency, 
are  instances  of  profit -making  both  short-sighted  and 
disastrous. 

To  this  list  many  other  "get-rich-quick"  enterprises 
might  be  added.  There  are  the  sale  of  shares  in  ficti- 
tious companies,  the  disposal  of  lots  that  are  under 
water  at  high  tide,  and  the  luring  of  men  by  stories 
of  gold  rriines.  The  fact  that  so  many  persons  con- 
tinue to  do  business  by  such  methods  is  evidence  that 
there  are  financial  returns  of  no  mean  proportions 
from  procedures  of  this  kind.  The  gain  from  ex- 
ploitation like  this  is  not,  however,  to  be  designated 
profits.  In  the  best  sense,  true  profits  are  the  re- 
wards of  a  real  service  of  foresight  and  judgment, 
which  often  requires  courage,  good  sense  and  great 
executive  ability. 

7.  Speculative  character  of  profits. — The  whole 
function  of  the  entrepreneur  is  speculative.  He  buys 
in  advance  at  a  low  rate,  with  the  hope  of  selling  for  a 
higher  price  later  on.  The  purchase  of  capital  and 
labor  and  the  use  of  land  are  undertaken  in  the  hope 
of  selling  the  product  for  more  than  it  cost  to  get 
the  productive  elements.  The  illustrations  furnished 
by  the  activities  of  men  everywhere  are  numerous. 
The  farmer  who,-  studying  the  crop  returns,  decides  to 
plant  flax  instead  of  wheat;  business  men,  conning 
the  problem  of  dry  goods  versus  groceries;  and  the 
manufacturer,  seeking  knowledge  of  materials — all 
hope  to  win  a  profit. 

Profit,  however,  is  uncertain.     Various  steps  have 
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to  be  taken — a  service  must  be  rendered,  and  risks 
have  to  be  incurred  before  profit  becomes  a  posses- 
sion; and  even  then,  real  abihty  must  be  exercised  to 
prevent  loss  and  insure  gain.  In  many  instances, 
the  enterpriser  is  content  with  a  return  of  interest  and 
wages  of  management.  To  make  this  certain,  he 
transfers  the  uncertainties  of  price  and  supply  to 
brokers  and  other  skilled  risk-takers  who  have  come 
into  existence  with  the  increasing  complications  of 
modern  business. 

Since  price  fluctuations  are  one  of  the  great  causes 
of  gains  and  losses,  efforts  have  been  made  to  control 
prices  and  to  anticipate  price  changes  by  means  of 
advanced  knowledge  of  the  changes.  The  utilization 
of  agreements  among  manufacturers  and  of  monopoly 
control  for  the  accomplishment  of  the  first  object 
have  proved  unsatisfactory;  the  law  has  forbidden 
this  method  and,  as  a  matter  of  fact,  the  possibility 
of  satisfactory  agreements  has  been  infrequent. 
Hence  resort  has  been  had  to  the  utilization  of  the 
sale  of  futures,  thru  which  the  enterpriser  is  able  to 
eliminate  from  his  business  some  of  the  elements  of 
risk. 

The  reader  is  familiar  with  the  market  methods 
in  the  sale  of  grain.  Cotton,  too,  belongs  to  the  spe- 
cial-market class.  By  means  of  special  mental  qual- 
ities, careful  study  and  long  experience,  men  come  to 
fit  themselves  for  the  diflicult  task  of  forecasting  the 
market.  Because  of  this  ability  they  are  ready  to 
supply  given  quantities  of  product  at  a  given  price. 
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In  arriving  at  their  conclusions,  the  men  engaged  in 
future  sales  must  take  into  consideration  a  wide  vari- 
ety of  influences — from  changes  in  weather  to  strikes, 
and  from  fire  to  war. 

At  different  times,  legislative  bodies  have  been 
asked  to  pass  laws  against  dealings  in  futures.  There 
is  no  doubt  that  much  gambling,  mere  looting,  dis- 
turbs more  or  less  the  actual  sale  of  genuine  futures, 
but  the  fact  nevertheless  remains  that  the  business  of 
buying  and  selling  futures  acts  as  a  great  steadying 
force  in  the  market.  The  more  accurate  the  calcu- 
lations on  both  sides  the  more  satisfactory  will  be  the 
adjustment  of  the  price  to  the  price  of  the  futures. 
In  the  larger  centers  numerous  bodies  of  men  devote 
their  time  to  the  estimating  of  future  prices. 

The  International  Institute  of  Agriculture,  with 
headquarters  at  Rome,  was  established  for  the  study 
of  agricultural  problems  and  for  the  dissemination  of 
knowledge  about  the  great  staple  crops.  Such  in- 
formation should  be  of  great  service,  but  it  cannot 
supplant  the  function  of  the  man  who  is  willing  to 
enter  into  financial  obligation  in  order  to  prove  the 
correctness  of  his  views.  Sometimes  he  is  wrong,  and 
mistakes  are  made  in  calculations.  But  the  miller 
wants  to  know  how  much  wheat  will  cost  him  six 
months  from  now,  and  the  textile  manufacturer  wants 
to  know  what  the  price  of  cotton  will  be  a  month  from 
today.  The  service  rendered  by  the  dealer  in  futures 
is  of  the  highest  importance,  even  tho,  owing  to  exist- 
ing conditions,  it  cannot  be  perfect. 
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8.  Profits  and  prices. — It  is  generally  admitted 
that  a  period  of  rising  prices  is  a  period  of  prosperity. 
In  general,  people  reckon  their  incomes  on  the  basis 
of  their  money  returns.  The  larger  these  are,  the  bet- 
ter off  they  think  they  are,  forgetting  that  their  ex- 
penses may  have  increased  in  the  same  proportion. 
Business  men,  feeling  a  stimulus  from  rising  prices, 
transmit  that  feeling  down  the  line. 

In  the  middle  of  the  year  1915,  there  was  much 
speculation  as  to  why  business  did  not  respond  to 
the  rising  tide  of  prices.  The  answer  was  to  be  found 
in  the  uncertainties  incident  to  the  war.  As  a  mat- 
ter of  fact,  there  is  reason  enough  for  the  stimulating 
influence  that  increasing  prices  exert  upon  industry. 
It  is  a  well-known  fact  that  wages  do  not  rise  as  rap- 
idly as  prices;  hence,  the  enterpriser,  in  a  period  of 
advancing  prices,  can  employ  labor  at  the  old  rate, 
while  he  sells  his  product  on  a  rising  market.  The 
opposite  situation,  in  the  event  of  declining  prices, 
comes  into  existence,  for  the  wage  price  of  labor 
holds  longer  than  the  price  of  commodities,  and  falls 
much  more  slowly. 

Such  a  period  soon  manifests  itself  in  the  falling 
off  in  enterprise  and  the  decline  in  business  activity. 
The  relation  of  profits  to  prices  is  a  very  direct  one; 
in  fact,  prices,  determined  by  widely  differing  forces, 
make  the  profit  gi-eat  or  smaU.  However,  the  human 
factor,  represented  by  the  enterpriser,  enters  as  the 
determinant  in  the  matter.  It  is  the  enterpriser  who 
suggests  the  wisdom  of  the  undertaking  and  upon 
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whom  the  blame  must  rest  in  the  event  of  failure. 

Net  profits  do  not  form  a  part  of  the  price  of  man- 
ufactured products  when  a  state  of  competition  exists. 
In  the  same  market  and  under  the  same  conditions  of 
competition  the  price  must  be  uniform,  since  it  is 
determined  by  that  portion  of  the  supply  which  is 
produced  under  the  greatest  disadvantage.  Those 
makers  of  the  product  who  supply  the  last  portion  of 
the  demand  receive  no  net  profits  for  their  work. 
They  receive  interest  for  their  capital,  and  the  man- 
agers must  have  wages  of  management,  but  otherwise 
for  these  marginal  producers  there  is  no  profit  of  a 
differential  character.  It  is  the  cost  of  producing  this 
last  portion  of  the  supply  that  determines  the  price  of 
the  whole  supply  offered  at  that  time  in  the  market. 

Rent  is  a  payment  the  features  of  which  correspond 
rather  closely  with  some  of  the  features  of  profits. 
But  rent  is  determined  by  well-known  principles,  and 
while  the  enterpriser  may  now  and  then  make  a  profit 
from  the  landlord's  lack  of  knowledge,  he  does  not 
generally  do  so.  By  employing  labor  at  a  price  below 
the  market  price,  the  enterpriser  may  be  able  to  gain 
some  advantage;  he  may  also  be  able  to  profit  by  the 
money  market. 

Wages  and  interest,  as  well  as  rent,  are  determined 
by  well-known  principles.  These  payments  do  not 
vary  in  the  case  of  the  various  enterprisers  competing 
in  the  same  market.  High-grade  employers  pay  the 
same  wages  as  those  of  less  ability.  Two  farmers 
may  work  side  by  side  on  adjoining  land,  both  paying 
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the  same  wages  and  the  same  interest  cost  but  earn- 
ing different  returns,  owing  to  differences  in  the  fer- 
tility of  the  two  tracts  of  land.  In  the  same  way,  two 
employers,  competing  in  the  same  market,  may  earn 
different  returns.  One  may  earn  no  real  profit,  while 
the  other,  thru  careful  study  of  his  materials,  macliin- 
ery  and  organization  may  be  able  to  earn  a  large 
return  over  and  above  what  were  called,  earlier  in 
this  chapter,  necessary  profits. 

9.  The  enterpriser. — The  profit-maker  must  secure 
his  profit  by  producing  at  a  smaller  cost  than  the  men 
on  the  margin  of  production,  "\^^len  the  enterpriser 
is  able  to  do  that,  he  is  an  earner  of  real  profits.  In  a 
constantly  changing  and  shifting  industrial  society, 
there  is  an  opportunity  for  the  business  man  to  obtain 
something  more  than  the  wages  and  interest  that 
would  be  his  in  a  society  where  everything  is  in  a  fixed 
state.  By  taking  the  lead,  seeking  new  openings, 
and  utilizing  information  in  advance  of  his  competi- 
tors, he  can  secure  a  considerable  profit. 

10.  Monopoly  profits. — The  political  and  the  indus- 
trial worlds  have  been  very  busy  during  the  last  two 
decades,  discussing  monopolies.  Congress  has  en- 
acted legislation,  and  the  public  mind  has  been  filled 
with  the  difficulties  of  regulating  monopoly  powers. 
The  stories  of  the  Standard  Oil  Company,  the  United 
States  Steel  Corporation,  the  Tobacco  Trust,  the 
amalgamation  of  electric  corporations  and  the  domina- 
tion of  gas  companies,  stirred  up  the  popular  feeling 
and  carried  legislative  bodies  over  into  the  business 
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of  regulation.  It  is  to  be  noted  that  the  form  of 
monopoly  that  most  disturbs  the  people  is  a  develop- 
ment of  the  joint  stock  company  and  the  corporation. 
Gigantic  capital  has  come  to  be  the  great  influence 
in  present-day  monopoly;  it  stands  amazingly  large 
beside  the  monopolies  of  resources,  patents,  franchises 
and  brands.  It  is  not  to  be  forgotten  that  the  com- 
mand of  great  masses  of  capital  means  great  power, 
and  in  view  of  the  representative  character  of  the 
corporation,  its  power  to  act  as  an  individual,  and  its 
continuous  existence,  the  problem  of  the  monopoly  is 
more  far-reaching  than  it  was  in  the  earlier  days  of  the 
partnership  and  the  joint  stock  company,  when  the 
larger  application  to  industry  of  the  corporate  form  of 
organization  was  not  dreamed  of. 

The  essence  of  monopoly  is  the  suppression  of  production 
on  the  part  of  others,  in  order  that  the  monopolist  producer 
may  sell  his  products  to  better  advantage.  The  monopolist 
is,  therefore,  both  a  producer  and  a  preventer  of  produc- 
tion.^ 

In  the  complicated  industrial  system  of  our  day  it 
is  rather  difficult  to  determine  monopoly  profits. 
The  mere  fact  that  a  business  concern  is  very  large  is 
not  an  evidence  of  its  being  a  monopoly,  nor  is  the  fact 
that  a  small  business  makes  large  earnings  sufficient 
reason  for  calling  that  enterprise  a  monopoly.  Es- 
sentially, true  monopoly  is  that  control  of  supply 
which  makes  it  possible  to  deteimine  price.  Com- 
plete control  exists  only  in  rare  instances. 

1  Carver,  T.  N.,  "Essays  in  Social  Justice,"  p.  348. 


PROFITS  THE  REWARD  OF  MANAGEMENT      309 

In  one  of  the  back  streets  of  London  there  was 
once  a  shop  occupied  by  a  cutlery-maker  of  the  old- 
fashioned  sort.  He  had  invented  an  exceedingly  in- 
genious and  effective  safety-razor.  Its  fame  grew 
slowly  but  sufficiently  to  attract  a  steady  stream  of 
customers  each  of  whom  paid  two  pounds  for  a  razor. 
The  inventor  did  no  advertising,  but  held  on  to  his 
product.  When  asked  why  he  did  not  organize  on  a 
larger  scale,  he  said:  "I  would  be  driven  out  by  the 
low  price  of  the  competitors  whom  I  would  have  to 
face,  as  well  as  by  my  higher  costs  of  manufacture." 
This  man  could  be  said  to  have  a  limited  monopoly 
of  excellence. 

Patents,  franchises  and  copyrights  are  essentially 
monopolistic,  since  they  give  complete  control.  The 
list  of  these  is  a  long  one,  and  includes  such  striking 
inventions  as  the  telephone,  the  sewing  machine,  the 
Mergenthaler  linotype  machine  and  the  electric  light. 
There  are  a  few  rare  instances  of  absolute  control 
of  natural  resources.  The  diamond  mines  of  South 
Africa  are  the  best  example  of  such  cases.  Occa- 
sionally a  public  utility  corporation  may  resemble  an 
absolute  monopoly,  but  in  every  instance  there  are  ele- 
ments of  competition  and  substitution  which  make  the 
control  incomplete. 

11.  Monopoly  prices. — The  monopolist  is  under  no 
such  compulsion  as  the  enterpriser  producing  for  a 
competitive  market,  to  produce  at  a  cost  below  the 
market  price.  The  owner  of  the  monopoly  is  in  a 
position  to  fix  his  own  price  within  limits,  and  this  he 
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will  do  in  such  a  way  as  to  secure  the  largest  possible 
net  return.  Still  the  monopolist  must  meet  many 
conditions. 

The  determination  of  the  price  depends  upon  the 
laws  of  demand.  If  the  commodity  is  one  for  which 
a  substitute  can  be  readily  made,  the  monopolist  can 
fix  a  price  little  higher  than  the  normal.  On  the 
other  hand,  if  his  article  is  one  in  general  use,  like 
tobacco  or  coffee,  he  can  force  the  price  to  a  high  level 
without  causing  much  falling  off  in  demand,  because 
the  use  of  these  products  is  fixed  in  the  habits  of  the 
people.  The  monopolist  can  force  men  either  to  give 
up  a  commodity  which  affords  them  such  satisfaction 
or  to  pay  the  price  he  has  fixed. 

In  a  competitive  market  the  supply  is  forthcoming 
so  long  as  the  expenses  of  production  are  paid;  but 
in  the  case  of  the  monopoly,  the  supply  is  under  con- 
trol and  the  monopolist  can  determine,  by  a  bit  of 
shrewd  figuring,  just  what  profits  he  will  receive. 
Long  ago,  the  Dutch  East  India  Company  regu- 
larly destroyed  part  of  their  products  in  order  to  force 
up  the  price.  It  is  well  known  that  in  the  conduct  of 
an  industry  there  are  some  expenses  which  change  but 
little  as  the  business  grows  larger,  and  that  there 
are  others  which  vary  a  great  deal.  In  fixing  the 
price  the  monopolist  can  afford  to  ignore  the  fixed 
expenses,  but  must  give  his  attention  to  those  that 
vary. 

For  the  sake  of  illustration  a  set  of  figures  has 
been  arbitrarily  selected  that  will  illustrate  the  various 
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points  of  increase  in  sales,  price  expense  and  profits 
earned. 

Price       Sales  Earn-    Expense  Variable      Fixed  Total 

cents        units  ings     per  unit  expenses  expenses  expense  Profits 

10           700,000  $  70,000        .03      $  21,000  ^5,000  $  66,000  §  4,000 

9            800,000  72,000         .03           24,000         45,000  69,000  3,000 

8        1,100,000  88,000        ,03          33,000        45,000  78,000  10,000 

7        1,500,000  105,000        .03          45,000        45,000  90,000  15,000 

6        3,500,000  210,000         .03         105,000         45,000  150,000  60,000 

5         5,000,000  250,000         .03         150,000         45,000  195,000  55,000 

4        6^00,000  260,000         .03         195,000        45,000  240,000  20,000 

It  is  taken  for  granted  that  the  fixed  expenses  cover 
the  ordinary  returns  of  interest  and  the  wages  of  man- 
agement. With  such  an  understanding,  the  owner 
of  the  monopoly  will  fix  the  price  at  certainly  not  less 
than  six  cents — according  to  the  table  here  given — 
for  this  will  bring  him  the  maximum  return. 

12.  Devices  to  conceal  monopoly  returns. — There 
are  three  important  limitations  that  more  or  less  af- 
fect the  monopolists  in  the  fixing  of  prices.  These 
are  the  power  of  substitution,  which  is  a  possibility, 
in  most  instances,  for  the  consumer;  competition, 
often  latent;  and  legal  regulation.  To  avoid  these, 
and  especially  the  last,  various  devices  are  resorted 
to.  The  wise  monopolist  holds  down  the  price  of  the 
goods  he  controls  so  that  competition  and  substitu- 
tion may  not  be  invited.  To  forestall  legal  regula- 
tion, he  resorts  to  stock-watering,  to  the  payment  of 
unusually  large  salaries  to  officers,  to  the  issuance  of 
new  stock,  from  time  to  time,  to  the  stockholders,  and 
to  payments  to  the  owners  of  patents  or  franchises 
beyond  the  original  purpose  of  the  agreement. 

In  many  cases  the  monopolists  have  been  driven  to 
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such  de^^ices  because  of  the  general  impression  that 
monopohes  are  always  opposed  to  public  interest. 
Certainly,  one  telephone  system  is  better  than  two, 
and  one  waterworks  plant  is  more  desirable  than  sev- 
eral. In  some  ways  one  large  organization  can  serve 
the  public  better  than  many  small  ones.  The  public 
has  some  protection  in  the  elements  of  latent  competi- 
tion, the  variableness  of  demand,  the  requirement  of 
the  publicity  of  monopoly  methods,  and  the  regulation 
of  rates  for  public-service  corporations. 

13.  Effect  of  monopoly  on  the  employment  of  labor 
and  capital. — On  page  311  the  table  of  prices,  sales, 
expense  per  unit,  variable  and  fixed  expenses  and 
profits  of  an  unknown  industry  shows  a  very  inter- 
esting result  of  monopoly  influences.  Under  mo- 
nopoly control,  the  price  would  be  fixed  at  six  cents 
and  the  supply  would  remain  at  3,500,000  units. 
The  public,  however,  might  have  taken  5,000,000  had 
it  been  offered  at  five  cents,  but  because  of  the  mo- 
nopoly only  3,500,000  are  available. 

Here  is  a  direct  loss  in  accommodation,  and  a 
smaller  employment  of  labor,  capital,  materials  and 
land  than  would  have  resulted  under  competitive  con- 
ditions. The  community  finds  that  it  must  be  satis- 
fied with  a  smaller  supply  at  a  higher  price  and, 
further,  that  competition  is  increased  in  the  competi- 
tive industries  on  account  of  the  hmited  use  of  pro- 
duction factors  in  the  monopolized  industry.  It 
must  be  acknowledged  that  this  has  the  immediate 
effect  of  lessening  purchasing  power  and  materially 
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modifying  the  employment  of  capital  and  labor  in 
the  community. 

When  to  this  instance  are  added  many  others,  it 
will  be  seen  that  the  monopoly  makes  its  appearance 
as  a  disturbing  factor  in  the  distribution  of  wealth. 
It  appears  also  that  monopoly  price,  resulting  in  cur- 
tailment of  the  product,  reduces  the  volume  of  sales 
in  many  instances  like  the  one  just  cited;  further- 
more, it  often  results  in  a  reduction  of  employment 
for  capital,  labor  and  land.  If  a  monopoly  condition 
in  some  fields  causes  sharper  competition  in  others, 
there  must  result  an  extension  of  production  and  a 
lowering  of  the  return  to  the  man  on  the  margin. 
This  means  a  smaller  product  for  his  effort,  a  lower 
wage  and  lower  interest  but  higher  rents.  Many 
men,  under  such  circumstances,  excluded  from  the 
particular  industries  for  which  they  are  fitted,  would 
be  compelled  to  accept  unsatisfactory  conditions  in 
strange  fields. 

Just  as  the  law  of  diminishing  returns  applies  to 
land,  its  operation  in  this  wider  field  would  bring 
smaller  results  for  the  units  of  labor  and  capital  ap- 
plied. Hence  interest  and  wages  would  be  less  than 
they  would  be  if  the  monopoly  were  aboHshed  and 
wise  use  were  made  of  capital  and  labor  under  com- 
petitive conditions.  Here  is  the  difficulty.  Wise  use 
is  not  likely  to  be  made  and  so  some  justification  for 
well-regulated  and  well-managed  monopoly  can  be 
urged. 

14.  Tendency  toward  equal  rate  of  profits, — In  a 
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farming  community  the  new  and  better  methods  of  the 
best  farmers  are  taken  up  gradually  by  the  other  farm- 
ers in  the  district.  What  was  one  man's  advantage 
thus  comes  to  be  common  to  all.  In  manufacturing 
much  the  same  thing  occurs.  Better  equipment  is 
gradually  acquired  by  all,  and  as  patents  expire  and 
methods  become  known  there  is  a  general  leveling 
of  the  opportunities  in  the  business.  The  extra 
profits  of  a  few  individuals  begin  to  disappear  be- 
cause they  have  no  control  over  the  other  factors  of 
production,  like  those  of  wages,  interests  and  ma- 
terials. Lowered  selling  prices  also  add  to  the  prob- 
lem, and  in  consequence  there  is  difficulty  in  adjusting 
prices  to  the  cost  of  production. 

Temporary  monopolies  interfere  with  this  process, 
but  in  the  main  the  lowering  of  profits  to  a  minimum 
goes  steadily  on.  There  is,  for  example,  the  compe- 
tition of  enterprisers  for  the  same  market,  which  re- 
sults in  reducing  their  gains  to  little  more  than  wages 
of  management.  As  the  business  becomes  better 
known,  the  risk  is  lessened  and  the  process  of  routine 
is  enlarged.  The  possibility  of  large  profits  has  again 
and  again  drawn  capital  into  the  field  of  enterprise, 
and  with  it  has  come  labor,  seeking  opportunities  for 
employment. 

Such  conditions  do  not  last  long,  since  other  capi- 
tal seeking  advantages  also  enters  the  field.  The 
movement  is  toward  an  equal  rate  of  profits  in  differ- 
ent fields  and  this  tendency  is  emphasized  by  the 
growth  of  capital,  which  calls  for  more  enterprisers 
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and  which  emboldens  many,  seeking  a  share  in  the 
profits,  to  enter  fields  of  production  already  occupied. 
Just  what  the  limits  are  to  such  a  movement  it  is 
difficult  to  state,  but  as  a  nation  grows  older  and  the 
ordinary  primary  types  of  production  are  materiaUy 
supplemented  by  many  different  kinds  of  business, 
the  careful  observer  can  perceive  the  passing  of  the 
opportunities  for  miusual  profits  and  the  tendency 
toward  a  fairly  equal  rate  of  profit. 

REVIEW 

What  is  the  basis  of  profits? 

What  is  the  distinction  between  gross  and  net  profits? 

What  circumstances  may  cause,  under  the  competitive  system, 
variations  in  profits? 

How  can  the  speculative  element  in  profits  sometimes  be 
eliminated  ? 

How  do  price  changes  affect  profits? 

What  is  monopoly,  and  what  governs  monopoly  profits? 
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Agrlcultare, 

Development  of.  33-4;  Science  and, 
33-4;  Law  of  diminishing  re- 
turns, 73-5;  Report  on  farm  ten- 
ure and  rents,  274,  278-9.  282- 
5;  International  Institute  at 
Borne,  304 
Art, 

Aim  of,   2 ;   Compared  with  science, 
2-3 
Auction.  The, 

and   Consumer's   surplus,    117:    Kew 
England,    117   et  seq. ;    Effects  of, 
117   et  seq. 
Austrian  School, 

Theories  of,  7—8 ;  Subjective  value. 
144 

Balance  of  Trade, 

Discussion,    220—21;    American,    sta- 
tistics    of,     223-24;     Paish,     Sir 
George,    224-25 
See     International     Trade,      Trade, 
Foreign 

Bank  Deposits, 

in  United  States,  200;  Loans  thru, 
201 

Bank   Notes, 

as  Credit.  199;  Promissory  notes 
of  banks,  199;  Reserves.  199- 
200;  Federal  Reserve,  200;  Na- 
tional  Banking  Act,   200 

Banks  and  Banking, 

National  banking  system,  182—3, 
200;  Federal  Reserve  notes, 
183—4;  Deposits  and  checks, 
200-01:  Importance  of,  251; 
and  Industrial  system,  251-2; 
as  Middle  men,  252-3 ;  as  Buy- 
ers and  sellers  of  credit,  253; 
as  Dealers  in  capital.  253;  Loan- 
able capital,  257;  Acts  as  agent. 
259;  European  war  and  credit, 
265;  Interest  rates,  265;  Profits, 
293 

Barter, 

Earliest  form  of  exchange,  28-9. 
158; 

"Bean  and  BuUs,"  148-9 
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Bi-metallism, 

in  United  States,  170;  Latin 
Union,  India  and  Japan,  170; 
Disadvantages,  171;  Purpose, 
171 

Bland-Allison   Act,    United   States   sil- 
ver money,  181-2 

Bonds, 

Economic  Goods,  24;  Form  of 
credit,  193 ;  Industrial  and  rail- 
road,   193;    Price   of   credit,    195 

Borrowing,     for     Operating     and     for 
investment,   194 

Brassage,    Definition   of,    169 

Britain,    Great, 

Foreign  trade,  223;  Rent  in.  276- 
7 

Buckle,  H.  T.,  35 

"Bulls   and   Bears,"    148-9 

Bureau    of    Labor    Statistics,     United 
States,     Index    Numbers,     217-18 

Business, 

Analysis  of,  1 ;  Economics,  science 
of,  1-2;  Perils  ef,  17-18; 
Meaning  of  value.  110;  Liquida- 
tion of  credit,  201-2:  Affected 
by  price  changes,  218—19 
See  Credit,   Interest,   Profits 

Business     Men,     Imjwrtance     of     eco- 
nomics to,  15—16 

By-Products,    Joint  Cost,    137 

Capital, 

Economic  definition  of,  38-9; 
Business  definition.  40:  Part  of 
wealth,  40;  Real.  40-1;  and 
Saving,  41,  254;  Importance  of, 
42-3:  Demands  labor,  44;  Fixed 
and  circulating,  44—6 ;  Mill, 
-John  Stuart.  44;  Interest.  46-7; 
Consumption  of.  47;  Wealth  and. 
47-8:  Philanthropy  and,  93-4; 
Relation  to  wages.  248 ;  What  it 
includes,  253-6;  Changing  the 
form  of,  255-6;  Depreciation  and 
replenishment.  255,:  Source  of 
loanable.  256—7;  Johnson,  J.  P., 
257;  Rate  of  interest  and,  262- 
5 ;      Demand      for,      distinguished 
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Capital — con  tinned 

from  demand  for  money,  264—5; 
Use  of,  264;  European  War, 
265;  Normal  demand  for,  and 
supply  and  interest  rate,  267; 
Promoter,  the,  268;  Replacement, 
268;  Marginal,  269;  Supply  of, 
and  rent,  282;  and  Profits,  300- 
1;  Effect  of  monopoly  on,  312— 
13 ;  Law  of  diminishing  returns, 
313 
See  Money,  Interest,  Rate  of 

Capital  Funds,  Definition  of,   40-1 

Capital  Goods, 

Definition,  29.  105;  Distinction  be- 
tween jiroduction  and  consump- 
tion, 39-40;  Utility,  105-6;  Ef- 
ficiency, 107;  and  Farm  loans, 
251-3 
Sea   Capital 

Capitalization, 

of  Rent,  285-7;  Market  price  and, 
286:    Xet    income    and,    286-7 

Carver,   T.  N.,  on   Monopoly,   308 

Circulating   Capital, 

Definition,  45—6;  Money  and  credit, 
40 

Circulation,    Rapidity  of,    and  Demand 
for,    209-10 

Civil  War,  See  Money 

Climate,   Influence   of,    35-6 

Coinage,    United   States,   Free,   169 
See   Metallic  Money,   Money 

Commodities, 

Economic  life  of,  119—20;  and  the 
Consumer,  120;  Market  price, 
120;  Reasons  for  selling,  120; 
Value  of,  204;  Changes  in  prices, 
212-13 

Communication,         Development         of 
Means   of,    143-4 

Comparative  Costs, 

Law  of,  226-7;  Advantageous  pro- 
duction, 227-8;  Economic  organ- 
ization, 227;  Modification  of, 
227-8 

Competition, 

Advantages,  61;  Nature's  method. 
61 :  and  Production  and  con 
sumption,  61;  Smith,  Adam,  61 
Economic  problems  of,  62;  Unre 
stricted,  62-3;  Costs  under  free, 
127-9:  Price,  128;  Involuntary, 
129;  Supply  under  free.  131-2 
Joint  costs,  137:  among  Traders 
146-8;  Produce  and  Stock  Ex 
changes,  149—51:  Effect  on 
wages.  234;  Profits  under,  298, 
306.    310 

Conservation  of  Natnral  Besources,  36 


Consumable  Goods, 

Definition,  104;  Depend  on  income, 
104-5;  Ultimate  object  of  pro- 
duction, 105 

Consumer, 

Distinguished  from  producer,  24-6; 
meaning  of,  27;  "Life  of"  com- 
modity, 28;  and  Value,  103  et 
seq. ;  Utility,  103  et  seq. ;  Consum- 
able goods,  104-5;  Capital  goods, 
105-6;  Classes  of,  111-13; 
Price  and  value  changes,  112— 
13;  Marginal,  113-14;  Surplus, 
115-17;  Economic  life  of  com- 
modities, 119-20;  Market  price, 
120-1 ;  Production  controlled  by, 
247;   Influence  on  wages,  248—9 

Consumer's  Surplus, 

Explanation  of,  115—17;  Yankee 
auction,    117-19 

Consumption 

Object.  80;  Necessaries  of  life,  81- 
2 ;  Luxuries,  82-4 ;  Production, 
84;  and  Income,  84;  Elasticity 
of  demand,  84-5;  Philanthropy, 
93-4 :  Cost  of  government,  94- 
5;  War,  95-7;  Destruction  by 
nature,  93-9;  Progress,  99- 
100 

Consumption      Goods,       Distinguished 
from    Capital    Goods,    39-40 

Corporations, 

Profits,    56—7;    Advantages,    64;    in 
United   States  and   England,   64-5 
See   Monopoly,    Profits 

Cost  of  Production, 

Definition,  57;  in  Modern  times, 
57-8;  Building  rents,  58;  Eco- 
nomic view  of.  58 ;  Land  rent 
and,  58;  Ultimate  analysis  of, 
58;  Business  idea  of,  59:  Ex- 
penses of.  59-61;  Explanation  of, 
59-61 ;  Method  of  ascertaining, 
59;  and  Money.  59-61:  Real,  60; 
Value  and.  122-4;  Price.  123: 
Marginal  producer,  124—7;  and 
Competition.  127-9:  Costs  under 
free  competition.  127-9;  Impor- 
tance of  manager.  127:  Price  in 
competition,  128 :  Monopoly.  130; 
in  Extractive  industries.  134-5; 
Variations  in,  134;  By-products, 
136-7:  Joint,  136 
See  Production 

Credit, 

Importance  of.  29;  Relation  to  ex- 
change. 186:  Definitions  of,  188- 
9:  MacLeod,  H.  D..  188;  Mill, 
John  Stunrt.  188,  194;  Illustra- 
tion  of,    189-90;    Kinds,    189-90; 
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Credit — continned 

Reason  for.  189;  Book,  190;  De- 
grees of  transferability,  190—1; 
Expressed  in  money.  190;  Lim- 
ited acceptability,  190;  In  in- 
dustry, 191-3;  Right  to  receive 
money,  191;  Depends  on  reputa- 
tion, 192;  Necessaries  of  life, 
192 ;  Cost,  193 ;  Economic  goods, 
193—4;  Mortgages  and  bonds, 
193-4;  Borrowing  for  operating 
and  for  investment,  194;  Com- 
mercial, 194;  Discount,  195-6; 
Interest  rate,  195—6;  Short  time, 
196;  Wealth,  196-7;  and  Money, 
197-9;  and  Credit  instrument, 
198:  Medium  of  exchange,  200; 
Bank  deposits  increase  business, 
201 ;  Liquidation  and  unstable 
business,  201-2;  Extension,  and 
demand  for  money.  208-9;  Ef- 
fect of  price  changes,  218—19; 
Changes,  and  European  war,  265 
See  Bank  notes.   Money,   Prices 

Credit  Money, 

Metallic      and      paper,      173-4;      in 
United     States,     173-4;     Govern- 
ment.   174 
See    Credit,    Federal    Reserve    notes. 
Money 

Crops,  Moving  the,  Money  for,  201 

Currency, 

Seasonal   demand   for,    201 
See  Credit,   Money 

Deferred    Payments,    Money    a    Stand- 
ard  of,    161-6 

Demand, 

Law  of,  68;  Meaning,  68-9;  Rela- 
ion  to  value  and  price,  68-9; 
Analysis  of.  69-70;  Economics, 
69:  Measuring  the.  69-70;  Po- 
tential. 71;  Elasticity  of,  84-5; 
Importance  to  Producer,  85-6; 
Monopoly.  86-7;  Asgrezate,  87- 
8:  Population  and  the  food  sup- 
ply. 87-8;  Malthus.  Thomas,  87- 
9;  Rise  in  marginal  utility,  138; 
for  Money.  205.  et.  seq. 
See  Money.   Demand   for 

Demand  and   Supply,  Law  of,   68-9 

Diflferential   Gain, 

Definition.    ITP:    Producer.    139 

Diminishing       Betnms,       Agricnltnral 
Law  of. 
Application  to  land.   73;  Experience 
of    the    farmer.    74 

Diminishing  Betnms,  General  Law  of. 

Application.    75:   Distinguished   from 

agricultural    law,    75;    in    Indus- 


Diminishing  Betnnu — continued 

try,  75—6 ;  Counteracting  forces, 
77-3;  Mill,  John  Stuart,  77;  Im- 
provements in  production  and,  ex- 
tension of,   78 

Discount  as  Price  of  Credit,  195 

Disutility,    Law    of    Increasing,    133-4 

Division  of  Labor, 

Natural  Resources,  Development  of, 
51—2;  Localization  of  Industry, 
51—3;  Reason  for.  51;  Speciali 
zation,  51 ;  Disadvantages  52—4 
Monotony,  53 ;  Narrowing,  53 
Offsetting  disadvantages,  54 
Wages,  243-4 

Dollar,  the. 

Establishment  of,  as  unit,  165; 
Hamilton,  Alexander,  165;  Use 
of,    165 

Economic  Goods, 

English  Classical  School,  23;  and 
Wealth.  23;  Bonds,  24;  Money, 
29;    Credit,   193-4 

Economics, 

Definition.     1 ;     Mill,     John     Stuart, 
1—2 ;      Sciencs     of     business,      1 
Problems    of,    2 ;    Why    a    science, 
2—4;    Phenomena    of.    3-4;    Scope 
of,  3,  et  seq. ;   Smith,  Adam,  4—6 
Science    of    wealth,     6;     Relation 
to  Ethics.   8—9;   Use  of   "ought,' 
8 ;    Income,    9—1 1 ;    Private    prop 
erty,  11-12;  Social  unrest,  13-14 
System     of     production.      14—15 
Importance  to  business  men,    15— 
16;    Primary    concern   of.    16—17 
Patriotism     and,     18:     Vanderlip, 
F.     A..      18;      Fundamental     con 
cepts,    20,    et    seq.;     Utility    and 
usefubiess.   20-21;    Value,   21-22 
Economic  goods,   23 :    Free  goods. 
23;     Wealth,     23;     and    the    pro 
ducer,    24-6;    Intangible   utilities 
26-7;     Barter,     28-9:     Exchange, 
28;      Credit.      29;      Money.      29 
Price,  30;  Distribution  of  income 
31 ;      Extractive     industries,      34 
Climate      and      environment,      35 
Rent.    36;    Capital.    37-8;    Capital 
goods.     39—40:     Labor     problems, 
49,    et    seq.:    Cost    of    production 
58;  Competition,  61-2;  Monopoly, 
62—4;    Fundamental    laws    of,    66 
et    seq.;    Diminishing   utility,    66— 
8 ;    Demand    and    supply.    68,    et 
seq. ;  Agricultural  law  of  diminish- 
ing   returns.    73-9:     Standard    of 
living.    90-3:    and    Progress.    99- 
102;     Marginal    utility,     107-11; 
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Economics — continued 

Marginal  consumer,  113-14-  Mar- 
ginal concepts,  114-15;  Consum- 
ers surplus.  115-17;  the  Auction, 
loJ'o^*  seq.;  Marginal  producer, 
1^4-27;  Jree  competition  and 
cost  of  production,  127-9-  Mar 
ginal  land.  129;  Law  of  increas- 
ing disutility,  133-4 
See  Consumption,  Political  Econ- 
omy. 

Economy,   Natural   versus  Money    207 
Elasticity  of  Demand.  84-5 

PnffK^J^?^*'   ^^"""''y  Budgets,   92 
EngUsh  Classical  School 

Mercantilists,  5;  Physiocrats,  5- 
hmith,  Adam.  5-6;  Malthus,' 
Thomas,  6;  Mill,  John  Stuart.  6- 
Ricardo,  David.  G;  Theory  of  la- 
„  •  J'-  y**«  of  ^-ord  "wealth." 
■irf;  standard  of  living,  90-  Cost 
of  production,  124 
Enterprise, 

Four    phases    of.    64;    Form    of    or- 
ganization.   64-5 
Enterpriser,  the.     See  Entrepreneur 
Entrepreneur,  the 

Definition.     54;     Importance,     54-5; 
Problems  of,  55;  Profit  of,  55-6- 
Incorporations.      56-7;      as     Bor' 
rower  of  credit.  253;   Johnson,   J. 
*-.    .253;    and    Profits.    293;    Dif- 
ficulties of,  296;  Wages,  rent  and 
interest.    306-7 
Equation  of  Value,   72-3 
Ethics,  Relation  to  Economics    8-9 
European  War,  ».  "  w 

and   Real   income.    11;    and   Interna- 
tional     trade.       220-21;       Credit 
changes  and.    265;    Rate  of  inter- 
esL.   joo 
Exchange, 

Necessity  for.  28;  Advantages.  141; 
Early  critics  of,  141-2;  Impor- 
tance, 141;  Transportation  and 
communication  a  development  of, 
142-4;  Measure  of  subjective  val- 
uation, 144;  Money,  a  medium  of, 

of  159;  Three  stages  of.  159; 
^.ttected  by  money.  16'>-  hv 
llT^->^.^^^A  ^'^'""^'^  °^  '^■''•''dit! 
of  onn=  ^^'^'^  ^'  ^  °»«dium 
208-9       '  '°**      ^^'^     """^^y- 

Exchanges,   Produce  and   Stock 

Competition.     149;     See    Speculation 
and   Speculator 
Exports,      Se^      International      Trade', 
Trade,    Foreign  ' 


Extractive  Industries, 

Mining,    Forestry,    etc.,    34-5;    Cost 
of  production,   135-6 

Falkner,   E.  P.,  index  Numbers.   215- 

Parm  Rents,  274 
Federal  Reserve  Act 

^'4""r",'  '^•^•>«y  ''vert  panics. 
v^^     ,^^^^^^^  "f  sold,   265 
Federal  Reserve  Note^ 

lu      United      States.      182-4;      Pure 
credit  money.  183;  Rediscounti^g! 
Fiat  Money, 

™«.'     172;     Experience    with,     in 
We^d  States.   173;  Legal  tender. 

Fixed   Capital,   Definition  of,    44-5 

"Tadf  ?2r9^    ^'^^   intemationai 
Form  Utility,  21 

Free  Competition,  See  Competition 
Free  Goods  and  Value,  22 

^""""icfv"'''""'"^  S^^hool  of  Econom- 
Gold, 

^^?6V%r"^^-'':.  ^®2'  Production. 
i,^'.,.'?fa'»dard  of  Value,  164-5- 
Stability,  165;  Utility  a^  monev'. 
jiOo        Aloney     supply,      210;     R^ 

'  fi'l     .  ^^/''d««J    Reserve    Act. 
_bt),    .Sf«   Monev 

PrJ't      ^"P""'-       Consumption. 
I'roduction. 

Government,  Cost  of. 

Consumption    of    wealth.    94;    War, 

rrf!?''**;^%*''  ^'^^^d  states.  i8i 
Gresham's  Law 

Satement    of,'  175-6;    AVorking    of, 
i/b,    in   International   Tradp 
Great  Northern  Ore  Lease,  a  Topical 
Royalty,    275-6  -^JPical 

Hadley,  Arthur, 

HamS  ^IV  '^'"^^^'  244;  Rent,  290 ' 
Hamilton,    Alexander,    United    States 
Monetary   System,    165 

SoIsTEint'^'""^    "'   ='^-°--«.    7-« 
Two  phases,  280;   and  Ground  rent. 

Human      Institutions,      Family      and 
Property,   Main.   12  *       ana 

Human  Wants, 

^'"ol^:  J~'  In/J-easing  number  of, 
flfid'  It  f1  "^*"^'  ^2-3;  Satis- 
utnitv^«i!^°^  ^^'  Diminishing 
utility.   66-7;   Satiety  of  a  single 
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Human  Wants — continned 

66;  Two  characteriiitics  of,  66; 
Unlimited,  66 ;  Demand  and  sup- 
ply. 68-9 

Imports,      See      International      Trade, 
Trade,    Foreign 

Income, 

Deiinition,  9 ;  Psychical,  9 ;  Purpose 
of  labor,  9;  Economist's  view  of, 
10-11;  Money,  10;  Real.  10-11; 
European  war,  11;  Distribution, 
14;  Standard  of  living,  89,  et 
seq.;  Eugel,  Ernst,  92;  Family 
Budgets,    92 

Index  Nnmbers, 

Base,  "214;  in  Price  study.  214; 
Construction  of.  215-17;  FaLkner, 
R.  P.,  215;  Bureau  of  Labor 
Statistics,  217;  Economist,  The, 
218;  Gold  discoveries,  218; 
Sauerbeck,   218 

Industrial    Development    and    Demand 
for  Money,  206-7 

Industry, 

Depends  on  capital,  42—3 ;  Law  of 
diminishing  returns,  75—6 :  "Vari- 
ations in  cost,  134-5;  Use  of 
credit  in,  191—2;  Claimants  to 
the  product  of,  23 ;  Wages,  rent 
and  profit,  230 

Interest, 

Distinguished  from  usury.  46-7;  Re- 
lation to  capital,  46—7 :  gross  and 
net,  258-9;  Borrower,  259-60; 
Definition,  259;  Government,  259; 
Pure.  259;  Reasons  for,  260-2; 
Waiting  paid  in.  261;  Rate  of, 
depends   on   capital,   262—5 

Interest,  Bate  of. 

Credit,  195-6;  Short  time  pay 
ments,  196;  depends  on  capital, 
262;  Kind  of  securities,  263; 
European  war,  265;  Increase  in 
the  money  supply  and.  266-7; 
Stimulating  borrowing  by,  266: 
Variations  in.  266—8;  Determined 
by  marginal  capital.  269;  Effects 
of  high  or  low.  270-1  :  Insurance. 
270:    Legislation.    271 

International  Institute  of  Agrlcnlture, 
Prices.    304 

International  Trade, 

Balance  of,  220-1 :  European  war. 
220-21;  in  United  Stat«s.  220; 
American  and  British.  221-2: 
American  balance  of  trade  and 
excessive  export-s,  221-2:  Rela- 
tive importance  of  foreign  and 
domestic     trade,     221—2;     Reason 


International  Trade — continued 

for,  225—6;  Distinguished  from 
domestic,  226 ;  Law  of  compara- 
tive costs,  226-7;  Modification  of 
comparative  costs,  227—8;  and 
Foreign  exchange,  228—0 
See  Trade,   foreign 

Iron  Law  of  Wages,  231-3;  See  Wage- 
Fund  Theory,   Wag^s 

Johnson,  J.  T., 

Entrepreneur,     the,    253;     Loanable 
capital,    257 
Joint  Cost,   136 

Kinley,  David,  Money,  160 

Labor, 

English  Classical  School,  7;  Rela- 
tion to  capital,  44;  Mill,  John 
Stuart,  45 ;  Explanation  of,  49 ; 
Satisfaction  of  human  wants,  49; 
Skilled  and  unskilled,  49,  239; 
Problems  of,  49,  et  seq.;  Eco- 
nomic view  of,  50 ;  Wages,  50 : 
Advantages  of  division  of,  51—2 ; 
Malthus.  Thomas,  87-9;  Indus 
trial  grades,  237,  et  seq.;  Solidar 
ity  of,  238;  Variation  between 
groups,  239;  Specialized  trades. 
240;  Education,  241;  Smith. 
Adam,  241 ;  Fundamental  facts. 
242;  Division  of,  243-4;  Demand 
for,  influenced  by  consumer,  and 
supply  of  capital,  247-8;  and 
profits,  301 ;  effect  of  monopoly 
on  employment  of,  312-13 ;  Ap 
plication  of  law  of  diminishing 
returns,  313 
See  Division  of  Labor,  Wages 
Land, 

Agriculture,  33-4;  Extractive  indus- 
tries, 34;  Climate  and  environ- 
ment, 35;  Rent,  36-7-58;  Cap- 
58;  Capital,  38;  Agricultural  law 
of  diminishing  returns,  73—9; 
Policy  of  United  States,  277-8; 
Growth  of  population  and  rent, 
278;  Ground  rent.  279;  Use  of, 
279;  Agricultural  land  and  rent, 
282-5 
Latin  Union, 

Bi-metallism.   170:    Purpose.    170 
Law  of  Comparative  Costs,  226-7 
Law  of  Demand  and  Supply,  68-9 
Law  of  Diminishing  Eetnms,  73-9 
Marginal   producer.    124:    .ind   Rent. 
281:     Application    to    labor    and 
capital.    313 
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Irfiw  of  Diminishing  Utility,  66-8 

See  Marginal  Utility 
Law  of  Increasing  Disutility, 

and    Production,     133;     and    Value, 
134 
Legal  Tender, 

Definition,   174;   Necessity  for.  174; 
Possibility  of  trouble  with,  174-5; 
Depreciation,  175 
Legislation,   Social,  13 
Life  Insurance, 

Cai)ital    and    Saving,    253;    Affected 
by  interest  rate,  270 
Living,   Standard  of. 

Differences'  m,  89;  Normal,  90; 
Stimulus,  90-91 ;  Determination 
of,  91;  Importance  of,  91;  Engel, 
Ernst,  92;  New  York  City,  92-3; 
Living  wage,  93 ;  Philanthropy, 
93-4 
Loanable  Capital,  See  Capital 
Luxuries,  82-4 

MacLeod,  H.  D.,  Credit,   188 

Malthus,    Thomas,    Theory    of    Popula- 
tion,  6,   87-9 

Kan, 

In  relation  to  nature,  32-3 ;  Agri- 
culture, 33-4;  Climate  and  en- 
vironment,  35-6;  See  Land 

Marginal  Capital,   Determines  Kate   of 
Interest,    269 

Marginal  Consumer, 

Changes  in,  113;  Definition,  113; 
Importance   of,    114 

Margintil   Cost,   and    Marginal   Utility, 
137-9 

Marginal  Land, 

and  Price,  129;  as  a  Measure  of 
Rent,    285 

Marginal  Producer, 

Law  of  diminishing  returns,  124; 
Definition,  125;  In  Prosperous 
Times,  125-6;  Value  coincides 
with  cost,  125;  Importance  of, 
126 

Marginal  UtUity, 

Definition,  107;  Law  of  diminishing 
Utility,  107;  Connotes  supply, 
108-9;  Illustration,  109;  and 
Value,  109-11;  Subjective  value, 
111:  and  Marginal  cost,  137-39; 
Market   price,    138 

Marginal  Worker,  and  Wages,  236 

Market  Price, 

Auction,  120:  Competition,  121; 
Source  of,  121;  and  Production, 
123:  and  Marginal  utility,  138 

Market  Wages, 

Explanation  of,  246;  See  Wages 


Marshall,  Alfred,  Profits,  295 

Mercantilists,  Theory  of  Economics,   5 

Metallic  Money, 

Definition,  168;  Brassage,  169; 
Silver  and  gold,  169;  United 
States  coinage,  109;  Silver  dol- 
lar,  170;   Bi-motallism.   170-71 

Middleman, 

Complaint  concerning,  146;  Banks, 
as,   252-3 

Mill,  John  Stuart, 

Definition  of  Economics,  1-2;  Eng- 
lish Classical  School,  6;  Capital 
and  labor,  44;  Law  of  diminish- 
ing returns,   77;   Credit,   188,   194 

Minimum  Wage  Law,  13,  249 

Monetary    Circulation    in    the    United 
States,   177-8 

Monetary  System, 

United  States,  169-70;  France  and 
the  Latin  Union,   170 

Money, 

Definition,  29-160;  Development  of 
exchange  thru,  29 ;  Credit  and, 
3;  Price,  30;  Circulating  capital, 
46;  Cost  of  production,  59-61; 
Medium  of  exchange,  158,  161- 
62;  Different  meanings  of,  159; 
Hadley,  Arthur,  160;  Kinley, 
David,  160;  White,  Horace,  160; 
Distinguished  from  wealth,  161; 
Functions,  161;  Standard  of  de- 
ferred payment,  161;  Store  of 
value,  161;  Uses  of,  161;  Gold 
and  silver,  162;  Standard  of 
value,  163;  Characteristics  of, 
164;  Fluctuation  in  value  of,  164; 
and  Prices,  164-5;  the  Dollar, 
165-7;  Incidental  functions  of, 
167-8;  Metallic,  168-9;  Token, 
171-2;  Paper,  172-3;  Credit, 
173-4;  Legal  tender,  174-5; 
Gresham's  Law,  176-7;  Control 
over  goods,  187;  Relation  to 
credit,  197-9;  Credit  and  credit 
instruments,  198;  Seasonal  de- 
mand for,  201 ;  Demand  and  sup- 
ply, 204-5;  Utility,  204-5;  Value, 
204-5;  Hoards,  209;  Value  ex- 
pressed in  prices,  212;  Purchas- 
ing power,  212;  and  Banks,  251- 
6;  See  Money,  Demand  for. 
Money,    Supply   of 

Money,  Credit  and  Prices,  Mutual  Re- 
lation,   204 

Money,  Demand  for, 

Measure,  205;  Increasing  wealth, 
206;  Industrial  development, 
206-7;  Population,  206;  Natural 
and      money      economy,      207—8; 
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Mone7,  Demand  for^-continaed 

Credit  extension  lowers,  208—9; 
Rapidity  of  circulation,  209-11; 
Changes  in  commodity  prices, 
213 

Money,  Supply  of. 

Gold  and  silver,  209-10;  Standard, 
209;  Affected  by  demand,  210; 
Changes  in,  210-11;  Prices.  210; 
Regulated  thru  international 
trade,  210;  Increasing  prices  and, 
211-12;  Commodity  prices,  212; 
Increase  in,  and  interest  rate, 
26&-7 

Monopoly, 

Result  of  unrestricted  competition, 
63 ;  Explanation  of,  63 ;  Fear  of, 
63;  Control  under,  64;  and  De- 
mand, 86-7;  and  the  Producer, 
86;  Costs  and  Prices,  129-30; 
Profita  under,  298,  307-8;  Carver, 
T.  N.,  308;  Essence  of,  308; 
Patents,  Franchises  and  Copy- 
rights, 309;  Prices,  309-11;  Con- 
cealment of  returns.  311—12;  La- 
bor and  capital,  312-13:  Equal 
rate  of  profits,  313-15;  Tem- 
porary,   314 

Mortgages,  Form  of  Credit,   193 

National  Banking  Act, 

Purpose,  182-3,  200;  Bank  notes. 
200 

National  Bank  Notes,  182,  200 

Nature, 

In  relation  to  man.  32-3 :  Destruc- 
tion of  wealth  by.  98—9;  Neces- 
saries  of  life.    81-2,    192 

New   York   City,    Standard   of  Living. 
92-3 

Organization,  Forms  of,  64-5 

Paish,     Sir    G«orge,     Foreign    Trade, 
224-5 

Panics,   Federal   Reserve   Act,    203 

Paper  Money, 

Fiat  money,  172-3;  Interest  in,  172; 
Civil  war.  173;  Classes  of,  173; 
Credit   money.    173;    See  Money 

Philanthropy,  Effects  of.  93-4 

Physiocrats,    Theory    of   Economics.    5 

Place  Utility,  21 

Political  Economy, 

Reason  for  term,  4-5:  English 
Classical  School.  5-7:  Mercantil- 
ists. 5:  Physiocrats,  5:  Austrian 
and  historical  school,  7-8;  See 
Economics 


Population, 

Increase  of  and  food  supply,  87; 
Malthusian  principle,  88-9;  of 
United  States,  88;  Eliot,  Charles 
W..  89;  SUndard  of  living,  89- 
90;  English  Ciassieal  School,  90; 
Iron  law  of  wages,  90,  231-2; 
Increasing,  and  money  demand, 
206;  and  wages,  231;  and  Rent, 
278;  in  United  States  and  agri- 
cultural  rents,    284 

Price, 

Meaning  of,  30;  Distinguished  from 
value,  30,  72;  Relation  to  demand 
and  supply,  68-72 ;  Determined 
by  marginal  consumer,  116;  Mar- 
ket price,  120-21;  effect  of  pro- 
ducer, 122;  Cost  of  production, 
123:  Marginal  producer,  125-6; 
under  free  competition.  127-9: 
Monopoly  costs.  129-30:  General 
rise  of,  156—7:  Changes  in  valne 
of  money  and,  164;  Supply  of 
money,  210;  Rising.  211;  Ex- 
pression of  money  values,  212 
Commodity,  changes  in,  213;  In 
dex  numbers,  214,  et  seq. 
Course  of,  215—16;  Changes  in 
and  credit,  218-19;  Gold  dis 
coveries,  218;  Effect  of  changes, 
on  business,  219:  Relation  to 
rent,  2ai<-9;  Ricardo,  David,  288; 
Fluctuation  of.  and  profits,  299 ; 
Fluctuation  and  control.  303; 
Dealing  in  futures,  304;  Interna- 
tional Institute  of  Agriculture, 
304;  Legislation,  304;  Direct  re- 
lation to  profits.  305—6:  Rise  and 
decline  of.  305;  Monopoly,  309— 
10:  See  Credit,  Index  Numbers. 
Money 

PriTate    Property,    See    Property.    Pri- 
vate 

Produce   Exchanges,    See  Exchanges 

Producer, 

Distinguished  from  consumer.  24—6; 
Creator  of  utility,  25:  Definition, 
25-7:  Elasticity  of  demand,  85—6; 
Monopoly,  86:  Controls  the  sup- 
ply. 122;  Effect  on  price.  122; 
Market  price.  122—4;  Cost  of 
production.  124:  English  Class- 
ical School.  124:  Marginal.  124- 
7;  and  the  surplus.  132-4:  In- 
crease of  output.  138:  Marginal 
utility  and  Marginal  cost.  138-9; 
Surplus  and  differentia]  gain, 
139-40 

Production, 

Early  system.  14;  Origin  of  present 
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Production — continued 

system,  14—15;  Exchange,  28; 
Climate,  35;  iiabor,  54-5;  Law 
of  dimizusbing  returns,  72-9;  Ul- 
timate object,  105;  Law  of  in- 
creasing disutility,  133-4;  Ad- 
vantages, and  comparative  costs, 
227-8;  See  Competition,  Monop- 
oly,  Cost   of  Production 

Production  Goods,  38-9 

Productive  Labor,   142 

Profits, 

of  Entrepreneur,  55-6,  293;  Cor- 
poration, 56-7;  Producers',  139; 
Traders',  147-9;  Function  of  the 
earner  of,  292 ;  Production  and 
the  residual  claimant,  292;  Con- 
tinual process  of  elimination, 
293-4;  Analogous  to  wages,  294; 
Marshall,  295;  Walker,  Francis 
A.,  296;  Difficulties  of  Entre- 
preneur, 296;  Gross  and  net, 
296-8;  Interest  and  replacement 
cost,  296;  Differential,  297; 
Competitive.  298;  Monopoly,  298- 
307;  Economic  causes  of,  299; 
Incentive  to  enterprise,  299; 
Price  fluctuation,  299;  Unex- 
pected, 299-300;  Skill  of  entre- 
preneur and,  300;  Capitafand  La- 
bor, 300-301 :  Unfair,  301 ;  Spec- 
ulative character,  302;  Uncer- 
tainty, 302-3 ;  Dealing  in  futures, 
303—4;  Monopoly  and  price  de- 
termination, 303 ;  Relation  to 
prices,  303,  305;  Estimating  fu 
ture  prices.  304;  Net.  306;  Un 
der  competition.  300;  Real,  307 
Concealment  of  monopoly  returns, 
311;  Equal  rate  and  monopolies 
313-15;  Minimum,  314;  Tempo 
rary  monopolies,  314;  Limita 
tions,    315 

Progress, 

and  Consumption,  99-100;  True  eco- 
nomic, 100;  Impediments  to, 
101-2 

Promoter,  the,   Function  of,  258 

Property,  Private, 

Importance  of,  12;  Origin  of  the- 
ory of,   12;   Social  expediency,   12 

Psychical  Income,  10-11 

Purchasing  Power  of  Money,  212 

Bent, 

Definition,  36-7:  Popular  use  of 
term,  272-3;  Examples  of,  in 
different  countries,  273-5;  United 
States  Commission  on  Industrial 
Relations,  274;   Mine  royaltj   and 


Bent — continued 

rent,  275;  Land  policies,  276; 
Torrens  system.  276-8;  Ground 
rent,  apart  from  commercial, 
278-9;  House,  279-81;  Limita- 
tions, 281 ;  Law  of  diminishing  re- 
turns, 281 ;  Monopoly  values. 
281-2;  Agricultural  lands,  282-5; 
Supply  of  capital  and  land,  282 ; 
Land  productivity,  283;  Popula- 
tion in  the  United  States,  284; 
Capitalization  and  net  income, 
285-7;  Marginal  land,  285: 
Price,  287-8;  Ricardo,  David. 
288;  Land  prices  and,  289;  Had- 
ley,  Arthur.  290 

Resources,  Conservation  of  Natural,  35 

Betailer,  See  Trader 

Bicardo,   David,    6.   28.8 

Boyalty,  Explanation  of,  276 

Sauerbeck,    Augustus,    Index   Number, 
218 

Saving, 

and  Capital,  41,  252-3;  Importance 
of,  41-2;  Life  insurance,  means 
of,  253;  Banks  and,  253;  See 
Capital 

Schools  of  Economics,  See  Economics, 
Political  Economy 

Science, 

Definition.  2;  Economics  and,  2-4; 
Compared  with  art,  3;  Study  of 
the  soil,   33-4 

Seasonal  Demand  for  Currency,  201 

Sherman  Act,   181 

Short  Time  Paper,  196 

Silver, 

Uses  as  money,  162;  and  the  money 
supply,   210 

Smith,  Adam,  4-6,  241 

Social  Unrest,  12-14 

Soil,  Study  of  the,  33-4 

Speculation, 

Advantages,  152-3;  Definition,  153; 
Evils,  153-4;  Not  mere  gambling, 
154;  True  and  false,  154-5;  See 
Exchanges,  Produce  and  Stock 

Speculator, 

Method  of,  147;  "Bulls  and  Bears." 
148—9;  Not  mere  gamblers.  149; 
Produce  and  Stock  Exchanges, 
149-51:  Service  of.  151;  Result 
of  operations  of,  152;  Derivation 
of  word,   153 

Standard  of  Living,  See  Living,  Stand- 
ard of 

Stock   Exchanges,    See   Exchanges 

Supply, 

Analysis    of,    70;    Relation    to    time 
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Supply — eontinued 

aud  price,  70-71 ;  Potential,  71 ; 
Marginal  utility,  108-9;  Con- 
trolled by  producer,  122  ;  Regula- 
tion of,  under  free  competition, 
131-3;  Gold  mining,  132 

Surplas, 

Excessive  production,  132;  Pro- 
ducers',  139 

Time  UtlUty,   21 

Token  Money,   171-2 

Torrens  System,  27&-S 

Trade,  Foreign, 

Statistics  of,  221;  Compared  with 
domestic,  222 ;  See  International 
Trade 

Trader, 

Service  of,  144;  Adds  to  utility, 
145;  Market  value  and  price;, 
145;  Complaints  concerning,  146; 
Wholesaler  and  retailer.  146—7; 
Classes  of,  147;  Determines  value, 
147-8;  Speculator,  147;  "Bulls 
and  Bears,"  148-9;  Profits, 
148-9 

Transportation,    Development   of,    143 

United  States, 

Bimetallism,  170-71;  Token  money, 
171-2:  Paper  money,  172-3; 
Credit  money,  173-4;  Legal  ten- 
der. 174;  Gold,  178-9;  Silver. 
179-31;  Foreign  trade,  221-2; 
Balance  of  trade.  223-5:  Land 
regristratioB,  277;  Government 
land  policy,   278 

United    States   Commission   on   Indus- 
trial Belations, 
and   Farm   rents.    274 

United  States,  Monetary  Circulation  of. 
Treasury   statement,    177;    Gold   and 
silver,  178-81;  Bland-Allison  Act, 
181-2:    Sherman   Act.   181 

United  States,  Paper  Money  in. 

Bank  and  Government  issues.  181— 
2;  Civil  war,  181-2;  Greenbacks, 
181;  Bank  notes,  182:  Federal 
Reserve   Notes,    182-4 

Usefulness,  Distinguished  from  Utility. 
•20-21 

Usury,    Distinguished    from    Interest, 
4G-7 

Utility, 

Compared  with  usefulness,  20-21 ; 
Definition,  20:  Time,  form  and 
place.  21 ;  Created  by  producer. 
25:  Intangible,  26-7:  Consumer 
and.  27-8;  Law  of  diminishing, 
66-7:    Physiological   and    Psycho- 


Utility — continued 

logical  basis,  67;  Consumable 
goods,  104-5;  Capital  goods, 
105-6;  Marginal,  107-11:  of 
money,    204—5 

Value. 

Definition,  21:  Free  goods,  22;  and 
income,  22 ;  Popular  use  of,  22— 
3;  Distinguished  from  price,  30; 
Relation  to  demand  and  supply, 
68-72 ;  Equation  of,  72-3  ;  Prices, 
72;  aud  the  Consumer,  103;  Mar- 
ginal utility.  109-11;  Subjective. 
110;  Determined  by  marginal 
consumer,  116;  and-  the  Pro- 
ducer, 122,  et  seq. ;  and  cost  of 
production.  123—4;  Law  of  in- 
creasing disutility,  134;  Joint 
costs,  136;  Unconscious  compe- 
tition determines,  139;  and  the 
Trader,  141,  et  seq.:  Differences 
in  meaning,  144:  of  Commodities. 
204 

Valne,     Standard     of.     Money     as     a 
Measure  of,    164 

Value,  Store  of.  Money  as  a,  161-7 

Values,  General  Rise  Impossible,  156—7 

Vanderlip,  F.  A.,  18 

Wage-Fund  Theory,  232 

Wages, 

Forces  determining.  50 ;  Iron  law 
of.  90,  232;  Fair  living,  93; 
Kinds  of.  230;  Theory  of.  231-3: 
Population  and,  231;  Productive 
Theory,  232;  Wage-Fund  Theory. 
232:  Walker,  Francis  A.,  232; 
Limitations.  233—5;  Maximum 
and  minimum.  233 ;  Competition. 
234;  Marriages  affected  by,  234- 
5:  Productivity  of  worker,  234: 
Variation  in,  234—7;  Individual 
employees.  235—6:  Marginal  work- 
er, 236;  Industry  of  grades,  237, 
et  seq. :  Marginal  utility.  242 : 
Production  value.  242 ;  Division 
of  labor,  243-4 ;  Discounting 
product,  244-5;  Market,  245-9; 
Legislation.  249;  Regulation  of. 
249-50 

Walker,  Francis  A,, 

Wages.   232:   Profits,  295 

Wants,  Human,  See  Human  Wants 

War,    Cost    of,    and    Consumption    of 
Wealth.    95-7 

War,  European,  See  European  War 

Wealth, 

Economics,  science  of,  6;  Not  synon- 
ymous  with    welfare,    24;    Distri- 
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bution  of,  30;  Distinguished 
from  income,  30;  National  divi- 
dend, 30;  New,  30-31;  Problems 
of,  31;  Potential,  34-5;  Influ- 
ence of  climate  and  environment, 
35;  as  capital,  47—8;  Labor  and 
the  production  of,  54-5;  the  En- 
trepreneur and.  54—6;  and  Com- 
petition, 61;  Human  wants,  66; 
Cost  of  government,  94—5 ;  Phil- 
anthropy, 94;  War,  95-7;  De- 
struction   by   nature,    98-9;    Dia- 


Wealth — continued 

tinguished  from  money,   161;   and 
Credit,    196-7 
See     Capital,     Cost     of     Production, 
Production 
Welfare. 

Not   synonymous  with  wealth,   24 
White,    Horace,    Money,    160 
Wholesaler,    See.   Trader 
Worker, 

Industrial  grades  among,  237.  et 
seq.;  Marginal,  and  wage  deter- 
mination,  241-4 
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